


Accounting and Business Research 


Editors: 
R. H. Parker, University of Exeter and institute of Chartered Accountants of Scotland 
C. W. Nobes, University of Reading 


Board of Editorial Referees 

J. Arnold, University of Manchester 

P. W. Bell, Boston University 

A. M. Bourn, University of Southampton 

M. Bromwich, London School of Economics 

P. Brown, University of Western Australia 

D. A. Burgstahler, University of Washington 

C. W. Chow, San Diego State University 

D. J. Cooper, University of Alberta 

D. A. Egginton, University of Bristol 

M. Firth, University of Colorado at Denver 

J. Flower, Centre for Research in European Accounting, Brussels 
R. E. Jensen, Trinity University 

T. A. Lee, University of Alabama 

B. Lev, University of California at Berkeley 

R. Ma, Griffith University 

G. B. Mitchell, Barclays Bank 

P. Moizer, University of Leeds 

D. T. Otley, University of Lancaster 

J. M. Renshall, KPMG Peat Marwick 

L. Revsine, Northwestern University 

J. M. Samuels, University of Birmingham 

D. Simunic, University of British Columbia 

L. C. L. Skerratt, University of Manchester 

D. Solomons, University of Pennsylvania 

C. R. Tomkins, University of Bath 

D. P. Tweedie, Accounting Standards Board and University of Bristol 
M. Walker, University of Manchester 

G. Whittred, Australian Graduate School of Management 
B. S. Yamey, London School of Economics 

S. A. Zeff, Rice University 

Editorial Office: 

R. H. Parker, Amory Building, Rennes Drive, Exeter, EX4 4RJ, UK. Tel: 0392 263209. 
Fax: 0392 263305 


Advertisement and Subscription Office: 


40 Bernard Street, London WC1N TLD, UK. Tel: 071 833 3291. Fax: 071 833 2085 


The Institute of Chartered Accountants 


in England and Wales 
Incorporated by Royal Charter, 11 May 1880 


Institute Offices and Library: . 
Chartered Accountants' Hall, Moorgate Place, London EC24 6EQ. Tel: 071 628 7060 
The views expressed in Accounting and Business Research are not necessarily shared by the Council of the Institute of Chartered Accountants in England and Wales. 


Articles in Accounting and Business Research are published without responsibility on the part of publishers or authors for loss occasioned to any person acting or 
refraining from action as a result of any view expressed therein. 


© 1992 The institute of Chartered Accountants in England and Weles. 


ISSN 0001 -4788 


'SPRING 1992 | cok-HO! 5 POOE 7 aa 





Accounting and Business Research n 
Volume 22 Number 86 Spring 1992 


Contents Е. 000,7 45k Os 


к 


The Accounts of the Consett Iron Company, 1864—1914 T. J. Baldwin 


R. H. Berry 
А К. А. Church. 
Corporate Governance and Disclosure Quality John J. Forker >. 111 
Accounting Revolution at Oxford in 1882. Michael John Jones | 125 
. The Case of a Governmental ‘Deus ex Machina’ 
An Empirical Investigation of the Role of Accounting Kevin Keasey E 133 
in the Valuation of Unseasoned Equity Issues Paul McGuinness E; 
The Sequencing of Audit Evidence: Its Impact on William Е. Messier Jr.  . ^ 143 
the Extent of Audit Testing and Report Formulation | | 
Segmental Disclosure: Thirteen Years On Elaine D. Rennie Е. 151 
Clive R. Emmanuel i 
Formula Accounting Peter Seddon 5 161 
Does the Nobes Cycle Exist, and If So What Does Len Skerratt | 173 
It Signify? Geoffrey Whittington — , 
Structure and Argument in Accounting Standards Keith Warnock | 179 
7 
Book Reviews ; 189 
Cc ; 


Bound Volumes of Accounting and Business Research у 
Bound volumes with index of Volume 8 1977—78 onwards are available from the Subscriptions Manager, 
Accounting and Business Research, 40 Bernard Street, London ECIN 11р, "England. i : 
Subscribers wishing to have their own copies bound should address their enquiries to Messrs. George 
Woodhead and Co., 1 Gloucester Street, Manchester M1 5GP, England. ` 

Microfilmed copies of back numbers are available from Microfilm Ltd., East Ardsley, Wakefield, West 
Yorkshire WF3 2AT, England. 


| Subscription Rates 


UK | Overseas Overseas Airmail 


Individual £26 £28 £33 
Student £13 £14 £19 
Corporate/institutional £40 £41 £46 


All subscriptions may be paid in US dollars at current rates of exchange. "ETE | 


ABR 22/86—А . | 


ir side i 
Forthcoming Articles 
John Blake, A Classification Systerh for ‘Economic Consequences’ Issues in Accounting Regulation. 


Peter Bruinstroop and Jayne M. Godfrey Foreign Currency Accounting Regulation in Australia: 
Responses of the Resources Sector. 


M. G. Buchan, KA. Peasnell and R. A. Yaansah, Netting Off Assets and Liabilities. 


John Capstaff; The Usefulness of UK Accounting and Market Data for Predicting the Perceived Risk 
Class of Securities. 


T. E. Cooke, The Impact of Size, Stock Market Listing and Industry Type on Disclosure in the Annual 
Reports of Japanese Listed Corporations. 


Michael Firth and Andrew. Smith, The Accuracy of Profits Forecasts in Initial Public Offering 
Prospectuses. 


Daniel B. Thornton, Costs of Accounting to Lenders: Canadian Evidence. 


Walter Taplin Prize I Du о А 


The British Accounting Association and Accounting and Business Research offer a prize of £100 for the 
best article published in each annual volume. The prize is named in honour of the Journal’s founding 
editor, the late Walter Taplin. The prize relating to Volume 21 (1990/91) was awarded to: Pauline 
Weetman and Sydney J. Gray for their paper ‘A Comparative Analysis of the Impact of Accounting 
Principles on Profits: The USA versus the UK, Sweden and the Netherlands’ in the Autumn 1991 issue. 


Reproduction Policy 


Permission is hereby granted to reproduce without charge any article in this issue of Жанайын and: 


Business Research for use in courses of instruction provided that the source and the author’ 5 copyright. 
are indicated in such reproduction. ; 
t 


Objective .of Accounting and Business Research 


The objective -of Accounting and Business Research is the publication of substantial and original 
contributions to knowledge i in the areas of accounting and finance, broadly defined. Articles should, be 
empirical or analytical; rigorous, yet preferably intelligible to a wide audience of academics and, where 


appropriate, practitioners. Presentation should be as elegant and economical as possible, avoiding 
unnecessary words, numbers or symbols. 


Se oe ad 


Accounting and Business Research, Vol. 22, No. 86, pp. 99-109, 1992 


99 


The Accounts of the Consett [ron Company, 


1864-1914 


T. J. Baldwin,* R. H. Berry* and R. A. Church** % 


Abstract— This paper presents an analysis of the accounts of the Consett Iron Company for the years 1864 to 1914. 
This particular company has been chosen for analysis because of its economic significance during that period, and 
because of the high level of disclosure of accounting policies provided in its reports. The paper describes the process 
leading to the preparation of a standard set of accounts, including profit and loss appropriation account, balance 
sheet, and flow of funds statement. Particular emphasis is placed on identifying the extent to which capital 
expenditure was 'hidden' by being immediately written off against profit. The paper argues that the flow of funds 
approach is particularly useful in dealing with company accounts of this period because it removes the need to make 


assumptions about appropriate depreciation patterns. 


Introduction 


This paper analyses balance sheets and directors' 
reports for the Consett Iron Company with the aim 
of producing a data set of value to accounting and 
business historians. The process applied and the 
questions raised provide guidelines for the analysis 
of the many other less complete but similar sets of 
accounting data which have survived the passage 
of time. During the period in question Consett was 
a significant company not only in its own industry, 
but also in the economy as a whole. For that 
reason it continues to be of particular historical 
interest. 


The usefulness of historical accounts 


A basic source of information for business his- 
torians interested in the 19th and early 20th cen- 
turies is the surviving block of company financial 
statements of that period (Richardson and Bass, 
1965; Warren, 1990). However the value of this 
information source has been questioned. The main 
arguments against the use of financial statements 

"Кот this period are that 19th and early 20th 
century accounting practice is seriously misleading, 
and that the accounts, even of an individual com- 
pany, were not produced in a consistent fashion 
through time. 

Several authors have contributed to the body of 
criticism. After examining the concept of profit in 
use in Britain between 1760 and 1900, T. A. Lee 
(1975) commented that 'few if any series of profit 
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figures before 1900 can be taken at their face 
value’. G. A. Lee (1978) characterised historians’ 
attempts to analyse balance sheets as likely to lead 
to conclusions which are at best inaccurate, and at 
worst ‘downright misleading’. Brief (1965) and 
Marriner (1980) emphasised the impossibility 
of assessing magnitudes of error contained in 
published accounts. Wale (1990) concluded her 
examination of coal company accounts in the 
period between 1900 and 1914 with the comment 
that asset and profit figures were in most cases 
‘highly unreliable’. 

One of the major issues dealt with by Wale in 
her analysis of 19th century coal company ac- 
counts is the difficulty generated by their failure to 
distinguish between revenue and capital expendi- 
tures. A similar point has been made by many 
other authors. Wale reported that, in her sample 
of companies, expenditure on items of capital 
equipment was frequently written off immediately - 
against profit, rather than capitalised and written 
off gradually through time. (She identified the 


+ 
| 
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approach as a modification of the replacement cost | 


accounting procedures practised in the railway | 


companies of the 19th century.) Expenditures were | 
capitalised unti] the sinking and initial develop- | 
ment of the plant and pit was completed. After that | 
every item of capital expenditure was expensed. 
Wale bemoaned the difficulty of measuring the 
resulting underestimation of assets and profit, апа! 
also reported the lack of a generally used concept 
of depreciation. She argued that, though the ех- 
pensing of capital equipment may have acted as a 
substitute for any missing depreciation charges; 
there was no reason to believe that the two efiects 
cancelled out. 

There are of course studies which make use 
of accounts and manage to draw important 
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conclusions from such data. Among the most 
revealing is the analysis of the accounting practices 
of the Dowlais Iron Company (the largest iron 
and coal producer in the early 19th century) by 
Edwards and Baker (1979). An abundant archive 
enabled the researchers to penetrate behind bal- 
ance sheets flawed by an accounting system which 
did not distinguish between capital and revenue 
expenses. Unfortunately such rich archives for 19th 
century firms are rare, though recent research has 
identified substantial data sets for other firms 
(Church, 1986). 

In this paper an examination of the balance 
sheets of Consett is carried out with the aim of 
generating a data set capable of supporting an 
analysis of that company's performance. Despite 
the body of criticism of historic accounts already 
mentioned, this seems a feasible objective for three 
reasons. Firstly, there is a significant level of 
disclosure on the face of the balance sheets and in 
the directors' reports which can be used to remove 
the effect of inconsistent accounting treatments. 
This allows a time series of standardised accounts 
from 1864 to 1914 to be produced. An earlier study 
of Consett (Richardson and Bass, 1965) made 
some progress in penetrating these accounting 
inconsistencies to develop a time series of profits, 
but, it will be argued later, failed to make appropri- 
ate adjustments to asset values. 

Secondly, the standardised accounts can be used 
to generate a time series of flow of funds state- 
ments. This provides a continuous performance 
measure which is a valuable alternative to account- 
ing profit. T. A. Lee (1978) and Edwards and 
Webb (1982) have also made use of flow of funds 
analyses in analysing corporate behaviour in the 
19th and 20th centuries. However they did not 
produce a time series of flow of funds statements, 
rather single statements covering flow of funds 
over a substantial period of years. This clearly 
limited the questions that could be dealt with. 

Thirdly, the data sought are limited to those that 
can reasonably be found in a set of accounts 
prepared on an historical cost basis. Wale (1990) 
lamented the failure of asset values in 19th century 
accounts to reflect accurately value in use. How- 
ever this is the nature of historical cost accounts, 
both ancient and modern. The basic approach 
adopted in this paper isssimilar to that which would 
be adopted if the source accounts were those of a 
modern corporation. The resulting data set will not 
be sufficient to answer all questions which might 
be asked, but neither would that produced by a 
similar analysis of a set of modern accounts. 


The company 


Although initially mainly an iron producer, the 
Consett Iron Company Ltd was, by the late 19th 
century, one of the leading coal producers in 
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Britain. It is comparable to the companies studied ' 
by Wale, and raises similar problems of balance 
Sheet interpretation. However the amounts of 
capital written off immediately against profit, or 
indeed hidden in other ways, always appear to 
have been identified. Similarly the approach 
adopted to depreciation charges can also be 
identified. 

A brief examination of Consett's early history 
sets the scene for the study of the accounts, and, 
crucially in the context of this paper, offers a 
possible explanation of why the level of disclosure 
in the source documents is so great. The reasons 
why disclosure should have been unusually high 
can only be a matter of conjecture of course, 
However, strong circumstantial evidence exists 
which suggests that Consett's traumatic birth gen- 
erated an enduring fear of failure among the 
company's erstwhile creditors and founding share- 
holders, and hence a preference for openness in 
reporting when the company was reconstructed by 
representatives of these interests. 

The company had its beginnings in the after- 
math of the failure of the Northumberland and 
Durham District Bank (NDDB) during the nation- 
wide commercial crisis of 1857 (Wilson, 1972). The 
NDDB had already been rescued by the Bank of 
England during the 1847 commercial crisis, and 
had apparently learned little from the experience. 
When the NDDB collapsed in 1857, companies 
which had borrowed heavily from it faced serious 
problems. One such firm was the Derwent Iron 
Company. This had received loans from the bank 
for more than 10 years. Derwent's indebtedness at 
the time of the bank's failure amounted to almost 
£1 million, of which no more than £100,000 was 
secured. 

There is evidence that Derwent had been man- 
aged extremely badly. It appears to have been 
unprofitable even during periods when the iron 
trade was buoyant. One contemporary commen- 
tator, reporting some time after the collapse, 
regarded Derwent's 18 blast furnaces, 543 coke 
ovens, 69 kilns and 4 collieries as evidence that 
Derwent's directors had been guilty of vaulting 
ambition: they “oer leaped themselves and fell on 
t'other side’ (Jeans, 1877). 

In 1857 the future of Derwent's assets lay in the 
hands of the NDDB’s creditors. They were not 
of one mind. The creditor London based banks 
were pressing for immediate liquidation to allow 
rapid settlement of their claims. Local creditors 
and shareholders, groups which overlapped, were 
however aware of the damaging effects shutdown 
would have on the local economy. Among these 
individuals and groups were J. and W. Pease which 
supplied Derwent with iron ore, and the North 
Eastern Railway Company (NERC) which was 
heavily dependent on the ironworks for freight 
revenue (Wilson, 1972). 
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Local shareholders therefore formed a new com- 
pany, the Derwent and Consett Iron Company, 
with the intention of purchasing the assets of the 
defunct Derwent Iron Company. A purchase price 
of £1 million was considered likely. However, 
difficulty .in raising funds resulted in delays in 
resolving Derwent's future. This prompted the 
increasingly frustrated local creditors of Derwent, 
and shareholders of the NERC, to form the 
Consett Iron Company Ltd to purchase Derwent's 
assets. Purchase was completed in 1864 for the sum 
of £295,318 (Wilson, 1973). 

Almost half the shares of the new company were 
taken up by bank creditors in lieu of debts, notably 
by the Pease partnership and the NERC. Most of 
the rest were acquired by lesser investors doing 
business in and around Durham and Tyneside. 
Initially shareholding was relatively dispersed. Of 
the 40,000 £10 shares, a low denomination by 
contemporary standards, only 1296 were held in 
lots exceeding 500. Also in contrast to other limited 
liability companies in this period, 75% of the 
shares, a very high proportion, were fully paid up. 
A recognition that debt is a source of risk can 
perhaps be seen in the £16,000 borrowing limit 
imposed on the directors (Wilson, 1973). 

Over time the trend was towards increasing 
concentration of share ownership. Even though the 
company issued more shares after initial for- 
mation, a small number of local families came to 
dominate ownership and composition of the 
Board and control of policy. Notable among these 
business families of the North East were the 
Bainbridges, Hendersons, Peases, Spencers and 
Fenwicks, representing coal, shipbuilding, ship- 
ping, iron, manufacturing and transport interests 
(Benwell, 1981). It was only in the 1890s that 
institutional investors begin to figure in the register 
of shareholders. 

Just as the ownership of Consett consisted 


mainly of experienced business families, so were · 


the managers chosen for their proven record in 
industrial management. David Dale (1829—1906), 
identified by historians as one of the key pro- 
fessional managers who transformed Consett from 
its inauspicious start into one of late 19th century 
Britain's most profitable companies, was ap- 
pointed one of the joint managers. In this capacity 
he proceeded to apply meticulous attention to 
detail, and, according to Sir Alfred Pease 'de- 
lighted in the drudgery of figures’ (Wilson, 1973). 
Dale, like the Peases, was a Quaker. He made his 
early management career in the Stockton and 
Darlington Railway, where he was responsible for 
finance. His first involvement with what was to 
become Consett was in 1858, when, probably 
through the intervention of the Pease family, he 
was appointed inspector of the works on behalf 
of the creditors of the insolvent Derwent Iron 
Company. Later, even though his shareholding 
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was as a trustee representing the Pease interests 
and those of the Stockton and Darlington Rail- 
way, Dale became the only individual to be both 
shareholder and executive member of the board of 
Consett (Wilson, 1973). 

Dale’s recruitment to iron and coal production 
from railways raises the possibility that he may 
have transferred the best contemporary accounting 
practice from the railway sector which in this 
respect had a progressive approach in the middle 
of the 19th century (Brief, 1975). However, the 
Act which brought the Stockton and Darlington 
Railway into existence in 1821 preceded any formal 
requirement for strict accountability to share- 
holders. In fact the Stockton and Darlington pro- 
duced no balance sheets at all for shareholders 
before the 1850s (Pollins, 1969). When Dale joined 
Consett, therefore, a high level of disclosure was 
not a practice characteristic of the companies 
which had employed him. 

Dale made way for a successor as general 
manager in 1872, though he continued serving as 
a director after his withdrawal from executive 
management, and served as chairman from 1884 
to 1906. His successor as general manager was 
William Jenkins, who had been in charge of 
commercial operations at Dowlais Iron Works, 
then the largest iron and coal enterprise in Britain. 
Jenkins’ earlier connections with Dale ensured 
that Dale’s influence on managerial style was 
continued. : 

Thus Consett was formed as а consequence of а 
series of commercial failures. Its shareholders were 
individuals and groups who had suffered the conse- 
quences of those failures. Not surprisingly the firm 
adopted debt minimising and open reporting pol- 
icies. The Quaker background of the company's 
executive and of other key shareholders may have 
also contributed to a corporate culture in which 
maximum disclosure was a central feature. 

After initial delay the new company made rapid 
progress. Its operations were at.first centred 
around the production of iron rails, but from 1876 
ships’ plates superseded iron rails as the major 
product. The importance of coal production for 
consumption and sale increased also. By the 1890s 
the company was one of the country's twelve 
leading. coal producers, and by the end of the 
century Britain's largest steel plate maker. Consett 
was reputedly one of the most profitable of 
Britain's industrial companies during this period 
(Richardson and Bass, 1965). 


Standardising the accounts 


The basic documents used in preparing this paper 
are the ‘Report of the Directors of the Consett Iron 
Company Ltd’ and the accompanying “Balance 
Sheet’ for each of the years 1864 to 1914. The 
directors’ report of 1869 mentions the presentation 
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Table 1 : 


Standard account formats 


Profit and Loss 


Profit for the year 
Special expenditure 
Depreciation 
Investment revaluation 
Transfer to reserves 
Dividends: paid 
proposed 
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Balance Sheet 
SHARE CAPITAL 


Ordinary shares 
Preference shares 
Calls in advance 
Share premium 


RESERVES 

General 

Profit & loss account 
Mortgages/debentures 


Flow of Funds 


SOURCE: OPERATIONS 


Profit for the year 


Depreciation 
Investment revaluation 


(Dividends paid) 


SOURCE: OTHER 
Share issue 
Mortgages/debentures 


FIXED ASSETS 


Bank overdraft 


Balance b/forward 


Additions/disposals 
Special expenditure 
Depreciation 


Coal leases 
Investments 


APPLICATIONS 
Fixed assets 


Coal leases 
Investments 


CURRENT ASSETS 


Stock 
Debtors 
Cash 


Stock change 
Debtors change 
Cash/bank/change 


CURRENT LIABILITIES 


Creditors & bills 


Creditors change 


Bank overdraft 
Proposed dividends 


for the first time of a ‘Revenue Account’ ‘showing 
in detail the result of the Company’s business for 
the year ending June 30th, last’. With few excep- 
tions these revenue accounts were, however, un- 
available during the preparation of this paper. 
(They apparently allow an identification of income 
tax and an interest charge and therefore permit the 
construction of a time series of profit before inter- 
est and tax.) 

The first important point to note when making 
use of 19th century accounts is that the balance 
sheet in a given year was not a final, but rather a 
penultimate statement. Each year's balance sheet 
contained a statement of profit earned. The direc- 
tors' report contained recommendations about the 
appropriation of this profit; for example, establish- 
ment of reserves or payment of dividends. These 
recommendations were agreed at the company's 
annual general meeting, took effect, and were 
recorded in the balance sheet for the following 
year. This process was not peculiar to Consett. 
Consett differed from other companies only 
in its openness in stating the uses to which the 
profit was put. For other companies it might be 
necessary to assume, for example, that an ad- 
ditional dividend payment had been made, in order 





to reconcile retained profit figures on successive 
balance sheets. 

A second important point is that the classifi- 
cation and grouping of items was unlike that in 
modern day accounts. For example the stock item: 
in the Consett balance sheet was 'Stock, including 
Tools and General Plant, Locomotives,&c’. 
Because this item was never disaggregated it is 
impossible to regroup items so that stock accords 
with modern definitions. It may be that a better 
interpretation of this asset would be ‘rolling stock’. 

The Consett balance sheets and directors’ 
reports have been used to generate a set of financial 
reports in a standard format for each of the years 
examined. These standard format reports include a 
profit and loss account, a balance sheet, and a flow 
of funds statement. The headings used in the 
standard formats, excluding obvious subtotals, are 
shown in Table 1. To point the contrast, Appendix 
A includes an example of one of the original 
Consett balance sheets. As can be seen, some, but 
not all, headings are shared with the standard 
format statements. A specimen directors’ report is 
also included in Appendix A. (Consett is one of 
several coal, iron and steel producing companies 
being studied with the aim of representing the 
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accounts of each in this same standard format as 
far as is possible.) 

Some headings in the standard format accounts 
- are of course used infrequently. There are, for 
example, only eight years in which the Investment 
Revaluation heading is used. The investment reval- 
uation transactions involved writing down the 
value of investments in the equity of other compa- 
nies. Only in 1888 was there no description of the 
activity in the directors' report, merely a reduced 
value shown in the balance sheet. It has been 
assumed that a further revaluation downwards 
occurred in 1888, rather than the sale of a portion 
of the shareholding. Similarly the Depreciation 
heading in the standard format accounts is used in 
only three years, between 1907 and 1909. In each 
of these years an amount was charged against 
current profit ‘in reduction of the property pur- 
chase account’. 

The Property Purchase Account was a major 
component of the fixed asset heading in Consett’s 
balance sheet. The aggregate of the charges against 
profit were far short of extinguishing the account. 
There was no explanation given in the directors’ 
report for those years for the decision to write 
down the value of the asset. It is worth noting 
that, in 1907, the Investment Revaluation of that 
year was explicitly described as ‘writing down 
investments to their approximate market value’. 
There was no use of the phrase ‘market value’ to 
describe the reduction of the Property Purchase 
Account. Similarly, it should be noted that there 
was no use of the word ‘depreciation’ in Consett’s 
balance sheets or directors’ reports throughout the 
period analysed in this paper. There is no intention 
to argue that the transactions assigned to depreci- 
ation here were carried out by Consett’s directors 
with anything like the current interpretation of the 
term depreciation in mind. The term is used merely 
as a convenient shorthand. It is clear from the 
discussion of the Wigan Coal and Iron Company 
Ltd by Edwards and Webb (1982) that companies 
similar to Consett made explicit use of the 
depreciation concept. Thus Consett’s lack of use 
of the term ‘depreciation’ could well imply a 
conscious decision not to charge it. 

However, the phrase ‘deterioration fund’ was 
used in a directors’ report in 1872 when an amount 
spent on ‘works of reconstruction’ was ‘deemed the 
equivalent of a deterioration fund’. In a similar 
vein in 1877 and 1878, the directors discussed the 
establishment of ‘a percentage redemption or sink- 
ing fund'. However, its introduction was post- 
poned because of uncertainty about the extent to 
which steel was likely to supersede iron and the 
potential impact of this on Consett. The issue was 
never returned to. 

These three different comments were made in the 
context of discussions about maintaining plant 
values. It is clear, then, that Consett's directors saw 
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a potential need to make a charge against profit to 
reflect the wearing out of plant. It is also arguable 
from the comment about steel superseding iron 
that technological obsolescence fell within the 
Scope of wearing out. To the extent that Consett's 
directors had a depreciation. concept in mind, it 
apparently had to do with maintaining market 
value, rather than with allocating asset cost to the 
time periods that benefited from asset use. 

The amount spent on *works of reconstruction' 
mentioned in 1872 has been assigned in the stan- 
dard format accounts to the category 'Special 
Expenditure’. This is present in one form or 
another in every one of the years examined. The 
directors' report of 1864 contained the statement 
that the balance sheet: 


shows a profit on the operation of the half 
year of £21,061 15s 2d., before providing for 
a certain outlay of £6,672 19s 14. This 
amount has been expended chiefly on 
improvements, and to some extent, additions 
to the works of a character which did not 
seem to justify your Directors in carrying it 
to Capital Áccount as having increased the 
actual saleable value of the property. It has 
therefore been placed to Revenue Account by 
way of deduction from the £21,061 15s 2d. ... 


This is the first example of Consett's managers 
charging capital expenditure against current 
profits, the characteristic feature of 19th and early 
20th century accounting which has caused poten- 
tial users of accounts such dismay. It is this activity 
which the ‘special expenditure’ heading in the 
standard format reports captures. (Consett's ac- 
counts often use the same term.) Had it not been 
so clearly identified in the directors' report, a profit 
in 1864 some 30% lower than appropriate would 
have been observed by a researcher relying solely 
on the balance sheet. The underestimation of the 
asset base in that year would have been only 19%, 
but the cumulative effect of ‘special expenditure’ 
over time is highly significant. By 1914 the 
sum of 'special expenditure' over time stands at 
£1,077,897, while the sum of other asset additions 
net of disposals stands at £1,646,912. The value of 
disposals was £115,568. Between 1864 and 1868 
this 'special expenditure' featured only as a com- 
ment in the directors' report. Its presence was not 
indicated in any way on the face of the balance 
sheet. 

Only in 1866 was the directors’ report less than 
specific. Here the comment is that: 


After providing for all interest and other 
outgoings, and charging revenue with the 
cost of considerable improvements and 
extensions, the profit for the year amounts 
to £35,872 1s 10d. 
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The amount charged was unspecified. In trans- 
lating the 1886 balance sheet into the standard 
format accounts a charge of £10,000 for this year 
has been written in. It is no more than a guess, 
consistent with the pattern of numbers. If such a 
guess had to be made frequently, as was the case 
for the companies examined by Wale, the resulting 
profit and asset figures would clearly bear little 
relationship to those that would have occurred if 
the expenditure had been capitalised. 

The method of presenting information about 
charging capital expenditure against current profit 
varied during the period examined. A statement of 
the amount in the directors' report was, with the 
exception noted, always present. However after 
1868 the balance sheet presentation also reflected 
the activity. 

In 1869 a charge of £10,000 was made against 
profit ‘to be applied in reduction of the Blast 
Furnace Reconstruction Expense Account’. In the 
1869 balance sheet, an actual spend on this activity 
of £18,756 was shown. In the 1870 balance sheet 
this was shown as a net amount of £8,756, together 
with a current year spend of £18,526. However the 
directors’ report in 1870 charged £27,283 against 
' profit which cleared the account. Thereafter the 
amount charged against profit was the same as the 
expenditure shown in the balance sheet, so that 
there was no residual asset value to be carried 
forward. In 1875 the ‘special expenditure’ heading 
appeared on the face of the original Consett 
balance sheets. Blast Furnace Reconstruction then 
became a sub-heading in this class of expenditure. 
In a somewhat similar fashion, during the period 
1886 to 1889, Consett charged against current 
profits a series of amounts: 'In creating a Reserve 
Fund to meet the Special Expenditure on Steel 
Works Extension now in progress'. 

The assets treated as ‘special expenditure’ were 
varied. Blast furnace reconstruction has already 
been mentioned. A new brick works, purchase of 
coal reserves, schools, infirmaries, new coke ovens, 
coal crushers, steel works and many other items 
were treated in this way. 

It is clearly important in developing an under- 
standing of both asset base and profitability of 
Consett to understand the nature of these ‘special 
expenditures’. One possible interpretation is that 
they simply involve maintenance of operating 
capacity through repair and renewal, and are thus 
a legitimate charge against profit. There are 
certainly expenditures on repairs present. How- 
ever, the general style of comment about the 
‘special expenditure’ items relates to improvement 
and expansion. A useful generalisation is that, 
when an existing asset is replaced or maintained, 
no matter the length of time for which the asset has 
been owned, and no matter how much expansion 
or improvement is generated, Consett’s accounts 
show the expenditure written off directly to profit. 
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The amount of expansion and improvement in- 
volved, as is indicated in the 1881 directors’ report 
for example, could be considerable:: . 


The Blast Furnace Reconstruction and 
Additions, which have absorbed a consider- 
able amount of profit over the last thirteen 
years, are now completed, and in lieu of 
the eighteen small blast furnaces originally 
acquired by the company—uneconomical 
in their character, inconvenient in their 
situation, and inadequate in their engine and 
stove power—the company now possesses 
seven Blast Furnaces of the best modern 
type, placed in the most advantageous 
situation, equipped in the most complete 
manner, and producing considerably more 
Pig Iron than the eighteen original furnaces 
were capable of yielding. 


However, even this generalisation is subject to 
exceptions. One of the more interesting is the 
writing off against profit of the capital expenditure 
on the first steel mill built by Consett as it was 
incurred over the period 1881 to 1883. This expen- 
diture is replacement only in the loosest sense, 
being more akin to R&D. 

Such ‘special expenditure’ was not the only way 
changes in Consett’s asset base occurred. There 
were frequent additions and reductions to the 
Property Purchase Account, a significant part of 
fixed assets, shown on the face of the balance sheet. 
Similarly the stock figure on the face of the balance 
sheet regularly changed. Given the mixture of 
items, referred to earlier, which featured under this 
heading, some part of this change probably related 
to assets which modern accounting treatments 
would have classed as fixed. 

The reporting methods for transactions relating 
to capital expenditure were many and varied. In 
1890 a separate asset heading, 'Expenditure on new 
Steel Angle Mill', appeared on Consett's balance 
sheet. In 1891 the level of this item increased, with 
each year's expenditure being separately identified. 
Another separate asset heading, ‘Expenditure on 
Garesfield and Chopwell Railway Extension’, also 
appeared. Once the particular project in question 
was completed, the separate asset heading disap- 
peared, and the aggregate expenditure was shifted 
into the Property Purchase Account. 

The Property Purchase Account was also 
affected by a share transaction in 1891. In that 
year, a sale of shares earned a premium which was 
used to write off assets in the Property Purchase 
Account. Note that this reduction in asset value 
was not written off against current profit, but 
against the profit on an equity transaction. 

In 1899 a further method of recording substan- 
tial expenditure on capital assets appeared. The 
directors’ report recorded a recommendation to 
create as a charge against current profit a reserve 
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Figure 1 
Consett's Capital base 


OO Gross Assets 


fund ‘for Blastfurnace Reconstruction over future 
years’. This reserve appeared on the face of the 
balance sheet in 1900 where it was renamed the 
*Works Reconstruction Fund'. Relevant expendi- 
ture, when it occurred, was shown in the balance 
sheets as a reduction of this reserve. Despite its 
capital nature the expenditure was not shown as 
an addition to the asset side of the balance sheet. 
It is of course the level of additions to the 
reserve which affect retained profit figures, not 
the pattern of expenditure on the asset. The ‘Works 
Reconstruction Fund' was not the only such reserve 
created. In 1900 the directors' report recommended 
the establishment of a 'Cottage Improvement 
Fund'. This operated in the same way as the "Works 
Reconstruction Fund'. The balance of these re- 
serves in 1914 stood at £226,548, a little over 2094 
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UD Net Assets 








of the value of fixed assets shown on the balance 
sheet. The impact of these capital investments on 
the asset base of Consett can be seen in Figure 1. 
The uppermost line shows the fixed asset base of 
the company after adding back the various types of 
hidden capital expenditure that have been identified 
in this paper. The lower line shows the fixed asset 
base which would have been observed had Consett 
been less forthcoming about its accounting policies, 
writing off special expenditure against profit with- 
out acknowledging the fact. The difference between 
the two lines reflects the cumulative effect of special 
expenditure. Both lines show considerable capital 
growth, but the difference between the two is clearly 
substantial enough to call into question any analy- 
sis of Consett which ignores the hidden capital 
expenditures. 
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This problem appears to compromise the analy- 
sis of profitability offered by Richardson and Bass 
(1965). While reflating profits to compensate for 
capital expenditure written against profits, they do 
not appear to have reflated the asset base in a 
similar way. Consequently their figures for return 
on assets are substantially inflated. Consett was a 
highly profitable company, but not to the extent 
argued by Richardson and Bass. 

The profit figures quoted by Richardson and 
Bass relate to annual profit after tax and interest. 
With two minor exceptions the profit after tax and 
interest figures produced during the current re- 
search project agree with those of Richardson and 
Bass. The exceptions appear to be due to Richard- 
son and Bass overlooking relevant comments in the 
directors’ reports. These profit figures are gross of 
*special expenditure'. The rate of profit series pro- 
duced by Richardson and Bass is, however, based 
on the ratio of profit after tax but before interest, 
to capital employed. Neither series is contained 
in the statistical appendix to their paper, only 
the resulting profit percentages. However, given 
the relative unimportance of debt in the Consett 
capital structure, the interest element is unlikely to 
have been large. This suggestion is supported by 
the sample of profit and loss accounts collected so 
far during this research. Therefore, applying the 
profit percentage figures to the profit after tax 
and interest series should generate a reasonable 
approximation to the time series for capital em- 
ployed used by Richardson and Bass. The resulting 
time series is, however, substantially lower than the 
capital employed figures derived during the current 
research. A substantial proportion of the difference 
can be explained by the hypothesis that Consett's 
asset base is being measured net of ‘special expen- 
diture'. The arithmetic average rate of return for 
the Richardson and Bass figures is in excess of 
19%. Using profit after interest and tax as the 
numerator and the capital employed series derived 
during this research as the denominator generates 
a time series with an average value of 12.5%. While 
adjustments for interest would remove part of this 
discrepancy the bulk would remain, given the likely 
size of the adjustments. 


Flow of funds 


Consett did not on any occassion present a flow of 
funds analysis among its reports. The decision to 
produce this element of the standard format state- 
ments can be justified in three ways. First, to 
produce a profit figure with a similar interpretation 
to the modern day concept would have meant the 
introduction of heroic assumptions about appro- 
priate depreciation pattern; a funds analysis does 
not require such assumptions. While it cannot 
be denied that statements may be made about 
the level of depreciation which Consett 'should' 
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have charged, they would be of dubious historical. 
validity and relevance. Secondly, profit is not the 
only useful measure of performance; modern finan- 
cial analysis makes considerable use of funds 
flow idezs and measures. Thirdly, one of the 
researche-s’ aims in analysing coal and iron com- 
pany accounts is to understand the pattern of 
financing employed in this critical sector of the 
economy during the 19th and early 20th centuries. 


Conclusions 


This paper argues that the difficulties in using 19th 
and early 20th century accounts, generated by 
inadequate procedures for accounting for capital, 
may not be insuperable for some companies. This 
study of Consett has relied on the directors’ high 
level of disclosure of accounting policies. They 
allowed the discovery of the hidden capital expen- 
ditures that have, quite justifiably, worried other 
authors. Another significant aspect of this study is 
the use of a flow of funds approach. This removes 
the need to make heroic assumptions about an 
'approprate' pattern of depreciation. For this 
reason the flow of funds approach deserves the 
attention of all analysts interested in 19th and early 
20th cenzury company accounts. 

Some research has been over-optimistic about 
the value to historians of contemporary accounts. 
Asset values reilecting value in use are not to be 
found in 19th century accounts or even, generally, 
in balance sheets produced by companies operating 
in the late 20th century. To find such figures 
requires additional data from outside the account- 
ing process: revaluations, or a combination of 
output Cata and capital output ratios, where the 
capital output ratios already take into account 
value in use. There is no evidence of revaluations 
during the history of Consett. Indeed, there is 
substantial evidence that the company was under- 
valued from the start. The calculation of value in 
use, replacement value, or, indeed, any economi- 
cally meaningful asset value, requires a different 
exercise from the one attempted here, and one 
which rzises substantial methodological and con- 
ceptual problems. | 
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Appendix A* 


REPORT of the Directors of the Consett Iron Company Limited, to the Ordinary General Meeting of the Company 
to be held at the Queer's Head Hotel, Newcastle-on-Tyne, on Saturday, September 2nd, 1871, at One o'clock in the 


Afternoon. 


Your Directors have again the satisfaction of laying before you a Balance Sheet, evidencing in its results the inherent 
soundness of your Property, and at the same time the prudence and vigour with which your business has been conducted 


during the past twelve months. 


From the Profit and Loss Account, it will be seen that the year's operations have resulted in a profit of £101,208 8s. 3d.; 
before providing for that special expenditure on Blast Furnace Reconstruction which, in accordance with the principle 


you have approved, is left to be liquidated out of Revenue. 


Your Directors recommend that the profit be applied as follows:— 


£ s. d 


In meeting the Interim Dividend of 7s. 6d. per Share paid on the 15th of 


February 1а bath Rye A eee e RR oe eo eh Ges 


17250 0 0 


In paying, on the 4th of September next, a further dividend of 7s. 6d. per 


Share аи рыл иу ae Deg Guedes Cadets EN 


17,250 0 0 


(These two making the dividend for the year 10 per cent.) 


In paying, on the 4th of September next, a Bonus of 5s. per Share............. 


11,500 0 0 


In extinguishing the amount expended on Blast Furnace Reconstruction 


during the year... 2.2... cee eee ee eee eee ee 


39,742 


In augmenting the “Reserve” which was left at £19,785 3s. Od., and will 


then be brought up to £35,251 85. 44............. 


15,466 5 4 


£101,208 8 3 


Your Directors stated in their last Report that a fourth, and perhaps a fifth, New Blast Furnace would be proceeded 
with. It has been found expedient to make the number five. Of these, four are now in blast, and the fifth is rapidly 


approaching completion. 


Your Directors were originally inclined to leave, till some future time, other works connected with the Blast Furnace 
establishment, such as improved Railway access, but having regard to the very important saving in working cost which 
would result from these alterations and additions it seemed best to proceed with them at once, and they are accordingly 


being pushed forward with all possible despatch. 


Some unavoidable delays have taken place in connection with the Westwood Colliery and Coking establishment, but 
the Pit has now been sunk to the lowest seam, showing a most satisfactory section, the Coke Ovens and other erections 
have been contracted for, and there is every reason to believe that all will be brought into profitable operation before 


1872. 


The extension of your Colliery operations, and the large increase in the output of iron (due partly to the resumption 
of work at your Shotley Bridge establishment, but largely to the zeal and energy of your General Manager) calls for 
a considerable additional number of houses. Your Directors feel that it would be a failure of duty on their part as well 
as a short sighted policy if they encouraged a system of over-crowding by neglecting to provide for the large increase 
in population which your extended operations have led to. They therefore propose to proceed as quickly as circumstances 
justify with the erection of a couple of hundred cottages, partly in the immediate neighbourhood of the Consett and 
Shotley Bridge Iron Works, and partly near those Collieries where they are most required, and it is probable that a 
further similar number may ultimately have to be provided. In this course, they doubt not that they will have the full 


support and approval of the Shareholders. 


The retiring Directors are—Messrs. John Henderson, M.P., John Fogg Elliot, and E. M. Bainbridge, who offer 


themselves for re-election; as do also the retiring Auditors, Messrs. G. 


Consett Iron Works, July 22nd, 1871. 


E. Swithinbank and W. C. Ponsford. 


JOHN HENDERSON, 
CHAIRMAN. 
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BALANCE SHEET 
OF THE 
CONSETT IRON COMPANY, LIMITED, 
MADE UP TO JUNE 30TH, 1871. 


Dr: 
CAPITAL AND LIABILITIES. 


SHARE CAPITAL. £ s. d. £ s. d. 
42,843 Shares—£7 10s. per 
Share paid " d 321,322 10 0 
3,157 Shares—£10 per 
Share paid "v E 31570 00 


46,000 Shares. Total Amount of Share Capital, £332.892 10 0 





Creditors on Loans secured 
by Bond . E 53,303 0 0 


Creditors on Mortgages 0... 9,150 0 0 
os 62,453 0 0 
—-Balance of Purchase 
Money, . . . 


Rev. G. J. Dunn—Balance 
of Purchase Money 0 0... 


Shotley Bridge Iron Works 
20,169 3 10 


10,000 0 0 


Creditors on Trade Account 54,109 10 
Creditors on Bills payable 750 0 G 
500,373 14 16 
ad of Profit, June 30th, 89244 3 7 
Less applied in the reduction 
of the “Blast Furnace Re- 
construction Suspense Ac- 
count," as sanctioned by 
the General Meeting of HR ATES ARENT 
Sept. 3rd, 1870 u .. .. 61,951 16 4 
Less Divi- 
dend de- 
clared Sept. 
3rd, 1870 ,. 


Bonus of 
105, 10d. per 
Share de- 24916 13 4 
clared Sept. 
3rd, 1870... 42,166 13 4 


Undivided Profit carried 
forward 2 } 19,785 


27,282 13 3 


17,250 0 0 


Profit for Year ending June 


оо ИЕ С. 


120,993 11 
17,250 0 0 


Uo 


Less Interim Dividend, paid 
February 15th, 1871,, .. . 


Balance of Profit, June 30th, 1871 103,743 1 
604,117 6 1 


ы 


CONTINGENT LIABILITIES. 

Bills receivable current, all 
of which are expected to 113,780 4 5 
be paid at maturity ., .. 


North of England Iron 
Manufacturers! Association, 9750 0 0 
Pro. Notes on Guarantee 
Fund Account -— — 
123,530 4 5 
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Cr. 


PROPERTY AND ASSETS. 





£ s. d. £ s. d. 
as per Balance Sheet made 
up to June 30th, 1870... 


ADDITIONS DURING THE YEAR 
ENDED JUNE 30TH, 1871:— 


New Cottages |. |. . . .. . 3,458 13 7 
Westwood Colliery, |. |.  .. 33161 3 11 


Land and Cottages pur- } 


Property Purchase Account 
322,154 7 10 


chased from W. & B. Reed 2500 0 0 


9,119 17 6 


331,274 5 4 


REDUCTIONS DURING THE YEAR 
ENDED JUNE 30TH, 1871:— 


Royalty on Coal wrought 
out of the Company’s 


Freeholds _. 


Plant sold to owners of 
South Derwent colliery _ 


Old Scrap and Metal from } 


Bradley Furnaces, |... М Y 


1185 11 4 


Property Purchase Account, June 30th, 1871 330,088 14 0 


Stock, including Tools and 
General Plant, Locomo- 93,987 1 4 
tives, &c. . _ . 


Book Оез... .. .. .. 75,882 12 7 


Blast Furnace Reconstruc- 

tion Suspense Account. 

Expenditure during the 

year, осы SE? Pega SE ЁЁ 
Cash with Bankers, 0... 7,705 7 
Cash and Bills in hand | | | 56,711 8 


39,742 211 


64,416 15 3 


604,117 6 1 


Audited and Certified, 


GEO. EDWIN SWITHINBANK, 
WILLIAM C. PONSFORD AUDITORS. 


Source: B.S.N.R.R.C. Consett Iron Company 
Annual Balance Sheets and Directors’ Reports, 
1027/10/15. 
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*The authors wish to acknowledge the kind permission of British Steel to reproduce facsimiles of accounts and reports from its 


archives. 
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Corporate Governance and Disclosure 


Quality 


John J. Forker* 


Abstract—The effectiveness of control exercised over executive remuneration and the quality of information disclosed 
in financial statements have given rise to concern and have led to proposals for the reform of corporate governance. 
'. A model of the optimal disclosure decision is presented in terms of managerial incentives and the impact of corporate 
governance structures. An investigation into the quality of share option disclosure in financial statements is used 
as the basis for testing hypotheses derived from the model and for assessing alternative policy options. The results 
Support the need for guidance on the duties and responsibilities of audit committees and non-executive directors 
but fall short of providing a basis for deciding whether regulatory action is required. The evidence also supports 
the view that a threat to monitoring quality exists where the roles of chief executive and chairman are combined. 


Introduction 


The quality of information disclosed in financial 
statements and the control exercised over executive 
remuneration have given rise to concern and public 
debate in both the United States and the United 
Kingdom. Reaction in the US has focused on 
extending the regulation of corporate governance. 
As a means of improving internal accounting 
control the National Commission on Fraudulent 
Financial Reporting (1987)J otherwise known as 
the Treadway Commission, recommended that the 
Securities and Exchange Commission require all 
US public companies to establish audit committees 
composed solely of independent non-executive 
directors. This contrasts with a preference in the 
UK for the provision of guidance on aspects of 
good governance practice. Most recently the 
Institutional Shareholders Committee (ISC, 1991)! 





"The author is lecturer in accounting at the University of 
Bristol. Financial support from the Research Board of the 
Institute of Chartered Accountants in England and Wales and 
the research assistance provided by Geoffrey Elliott and Salima 
Paul are gratefully acknowledged. The paper was presented at 
the Universities of Aucklard, Bristol and the Australian Na- 
tional University and at the European Accounting Association 
Congress at Maastricht in April, 1991 and to the Financial 
Accounting and Auditing Research conference at the London 
Business School in July, 1991. I thank the participants at these 
presentations and am particularly grateful to David Ashton, 
Don Egginton, Michael Mumford, Peter Pope (Touche Ross 
Fellow visiting Bristol from the University of North Queens- 
land) and two anonymous referees for helpful suggestions. 

"These recommendations follow publication by the invest- 
ment protection committee of the Association of British Insur- 
ers (1990) of a discussion paper on the role and duties of 
directors. The establishment of a Committee on Financial 
Aspects of Corporate Governznce under the Chairmanship of 
~ Sir Adrian Cadbury (May 1991) reflects the perceived import- 
ance of the link between financial reporting and corporate 
governance. 


recommended that remuneration committees com- 
prising independent non-executive directors be re- 
sponsible for determining executive remuneration 
and the provisions of share option schemes, and 
that details of the latter be disclosed in financial 
statements. The Committee also acknowledged the 
potential threat posed by dominant personalities 
and expressed the view that the practice of combin- 
ing the roles of chairman and chief executive is 
undesirable. 

The need for action to influence corporate gov- 
ernance structure and accounting disclosure is, 
however, challenged by those who view interven- 
tion as more likely to hinder than improve gover- 
nance.? The aim of this paper is to contribute to the 
debate by modelling and empirically investigating 
the relationship between governance structure and 
the degree of internal control exercised over man- 
agerial remuneration as reflected by the quality of 
share option disclosure in financial statements. The 
finding of no association between audit committees 
or non-executive directors and the quality of share 
option disclosure supports the case for policy 
action to enhance control of managerial remunera- 
tion. The study covers the period 1987/88 when 
audit committees and non-executive directors were 
the main instruments of corporate governance. 





?The case supporting this view, based on the operation of a 
market in decision control for corporate governance, is pre- 
sented in Fama (1980) and Fama and Jensen (1983), and is 
applied to accounting disclosure by Benston (1982). The incon- 
clusive nature of the debate so far is illustrated by successive 
revisions of the American Law Institute proposals (1982, 1990) 
for the reform of corporate governance. À first tentative draft. 
published in 1982 has to date been replaced by a tenth tentative 
draft. À comprehensive review of governance proposals, to- 
gether with a normative based proposal for reform, is provided 
in Gilson and Kraakman (1990). Tricker (1984) and Clarkham 
(1989) provide UK-based analyses of corporate governance. 
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During that period only two firms in the sample 
disclosed in financial statements the existence of a 
remuneration committee. The ISC (1991) proposal 
that executive remuneration should be the specific 
responsibility of a remuneration committee may 
improve control and disclosure in financial state- 
ments. However, this is likely to be conditional on 
identification of the duties, and provision of de- 
tailed guidance on the discharge of responsibilities 
of non-executive directors and audit and remuner- 
ation committees. The identification of an inverse 
relation between dominant personalities and audit 
committees and non-executive directors also war- 
rants consideration. The methodology employed 
does not, however, extend to providing a basis for 
deciding if guidance alone would be sufficient or 
whether regulation is also necessary. 

(Disclosure quality is described by Verrecchia 
(1990, footnote 3) as the distributional character- 
istic or variance of an uncertain event. The event 
focused on in this paper is the granting of share 
options to employees. Deciding on the quality of 
disclosure of share option information allows man- 
agement to influence the level of uncertainty faced 
by investors in estimating share option benefits. 
The greater the uncertainty the less effective will be 
the monitoring of share option benefits and the 
greater will be the potential use of options to 
increase rewards beyond levels acceptable to share- 
holders. 

Williamson’s (1985b) analysis of transaction 
costs provides a framework linking disclosure 
quality to corporate governance. This is integrated 
with the positive theory of agency developed by 
Jensen and Meckling (1976) to provide a model of 
the discloure decision of management. Manage- 
ment are assumed to balance potential benefits 
from less disclosure against costs in the form of 
lower share prices and increased threat of takeover 
and to choose the quality of disclosure which 
minimises the costs they incur. Adoption of in- 
ternal control devices such as audit committees and 
non-executive directors, and separation of the roles 
of chairman and chief executive, enhance monitor- 
ing quality and reduce benefits from withholding 
information; as a consequence disclosure quality in 
financial statements is improved. 


Corporate Governance: The Policy Debate 


Doubts about the adequacy of corporate gover- 
nance in the UK is evident in matters relating to 
executive remuneration and the impact of domi- 
nant personalities on the decision making pro- 
cedures of boards of directors. On the issue of 
executive remuneration, the investment protection 
committee of the Association of British Insurers 
published guidelines (ABI, 1987) setting limits to 
the benefits which could be obtained from execu- 
tive share options. These guidelines aim to provide 
financial institutions with a focus to exercise their 
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voting power when shareholder approval is sought 
for executive share option schemes. A subsequent 
discussion paper (ABI, 1990) directed attention 
toward improving internal control, and proposed 
that non-executive directors assume responsibility 
for executive remuneration and the provisions of 
share option schemes and that details of option 
schemes be disclosed in financial statements. These 
proposals are incorporated in the document on 
best practice published by the Institutional Share- 
holders' Committee (1991). 

The Bank of England has adopted a wider 
perspective and has repeatedly drawn attention to 
what it regards as the poor state of corporate 
governance in the UK. Bank of England sponsored 
surveys (1983, 1985, 1988) highlight as threats to 
internal control the generally low proportion of 
non-executive directors on company boards, the 
likelihood that non-executive directors appointed 
will not be independent, and the frequency with 
which chief executives also act as chairmen of 
boards of directors. 

The policy option favoured by the British auth- 


_orities has been to improve internal mechanisms of 


corporate governance through a process of persua- 
sion and education of the business community. In 
1981 following failure of attempts to obtain statu- 
tory backing for a proposal that companies be 
required to appoint non-executive directors, 
PRONED (Promotion of Non-Executive Direc- 
tors) was established under the sponsorship of the 
Bank of England and major City institutions, to 
promote and facilitate the appointment of indepen- 
dent non-executive directors. The code of conduct 
published by PRONED (1987) reflects the UK 
preference for recommendation rather than regu- 
lation. This contrasts with the situation in the US 
where the governance structures of listed compa- 
nies are subject to regulation) This has been 
reinforced by the Treadway Commission proposal 
that all companies supervised by the SEC be 
required to establish audit committees comprising 
independent directors. 


Corporate Governance: The Academic Debate 


Public policy on corporate governance has been 
formulated against a background of academic de- 
bate about the regulation of corporate governance. 
Disagreement exists about the disciplinary effect of 
competition. Those taking an antagonistic view of 
regulation (Watts, 1977; Watts and Zimmerman, 
1978; Fama and Jensen, 1983; Scott, 1983) do so 
because they regard market discipline as sufficient 
to realise benefits associated with governance 


3The statutory and regulatory requirements relating to cor- 
porate governance in the US, and the governance structures 
adopted by US firms, are described in the Paris Colloquium on 
Corporate Governance (1984) and Birkett (1986). 
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control mechanisms. Regulation is justified only if 
it gives rise to net benefits and the onus of proof 
is placed on those advocating regulation. Further- 
more, different contracting structures across firms 
are viewed as having different governance conse- 
quences (Watts, 1988). Free choice of governance 
structure is therefore considered to be important, 
and regulating to impose standard forms of 
governance is viewed as unnecessary and poten- 
tially harmful. 

Fama (1980) advances a theoretical explanation 
for a market in decision control. This operates 
through the monitoring activities of independent 
directors who have incentives to protect and sus- 
tain reputations as experts in decision control. The 
decision ratification and ex post monitoring role 
performed by boards of directors has received 
similar development by Fama and Jensen (1983). 

The descriptive validity of these theories is chal- 
lenged by those who are sceptical of the effective- 
ness of market discipline. In part, this criticism 
arose because the composition of boards of direc- 
tors in practice is held to militate against effective 
monitoring (Mace, 1971). More specifically, the 
validity of the agency and contracting analogies 
cited in support of these theories has been chal- 
lenged by Clark (1985) and Brudney (1985). In 
addition, Pratt and Zeckhauser (1985) cite the 
impact of retroactive effects of potential welfare 
improvements on agents to explain why it cannot 
be taken for granted that observed organisational 
forms are optimal. Potential governance improve- 
ments may be resisted by executives if they lead to 
uncompensated reductions in utility. 


Opportunism, Disclosure and Governance 


Opportunism according to Williamson (1985a, 
p. 47) ‘...refers to the incomplete or distorted 
disclosure of information, especially to calculated 
efforts to mislead, distort, obfuscate or otherwise 
confuse’. By controlling the quality of information 
disclosed in financial statements management 
influence the uncertainty attached to the estimates 
that shareholders make of any given variable. 
Greater uncertainty reduces the effectiveness of 
monitoring procedures, which for share options 
rely on estimating costs to allow comparison of 
anticipated and actual benefits. Disclosure policies 
which reduce the quality of information increase 
the scope for opportunistic behaviour. In the case 
of share options these may be granted in circum- 
stances to which shareholders would object had 
more information been available. 

Where opportunism is joined with bounded 
rationality and asset specificity, implications arise 
for the governance of contractual relations. The 
need for flexibility dictates that, because of 
bounded rationality, not all eventualities are 
specified ex ante in contracts. The desire to pre- 
serve a continuing contractual relationship because 
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of asset specificity leads to the setting up of gover- 
nance structures. These serve to monitor the con- 
duct of contracting parties and provide cost 
effective means for the resolution of disputes. 
The conditions of asset specificity and bounded 
rationality apply to executive remuneration and, in 
particular, to executive share options. The substan- 
tial investment in human capital undertaken by 
executives is highly specific and often takes time to 
develop. It is, therefore, in the interest of firms and 
their executives to devise reward structures which 
incorporate a deferred component. Given uncer- 
tainty and withregard to bounded rationality, reward 
structures can be expected to incorporate flexibility 
to allow rewards to be related to achievement. 
Share option schemes satisfy these requirements. 


Share Options: The Constrained Choice Set of 
Management 


The importance of the perceived threat to share- 
holders from share options granted to employees is 
indicated by the existence of a comprehensive set 
of constraints on managerial freedom of action. 
These aim to assist internal control, facilitate exter- 
nal monitoring, set limits on the aggregate value of 
options granted and impose upper limits on the 
level of benefit obtained by individual executive 
directors. Authority for these constraints in the 
UK is provided by the Companies Acts, the Stock 
Exchange and the Inland Revenue.’ The guidelines 
issued by the investment protection committees of 
the financial institutions add a private sector di- 
mension to the control framework. Following 
Watts and Zimmerman (1990), this network of 
restrictions can be interpreted as the ex ante delin- 
eation of the feasible set of choices available to 
management. Choices made ex post by manage- 
ment with respect to this set can be investigated in 
the light of the scope they offer for opportunistic 
behaviour. In general, the feasible set of choices 
available to management serve to set an upper 
bound on the benefits which can be obtained from 
share options. This paper focuses on the disclosure 
dimension of managerial choice. 


Option. Appraisal: Information Requirements 


The costs to shareholders of share option 
schemes comprise the value of options when they 





*The requirements of the Companies Acts relate to infor- 
mation which must be disclosed to shareholders, and recorded 
by the firm regarding options granted to directors. The Stock 
Exchange Listing Agreement serves to cover gaps perceived in 
the statutory requirements on disclosure, and on shareholders' 
rights to approve share option schemes. Tax concessions are 
available only on those schemes falling within the restrictions 
set by the Inland Revenue. Finally, the investor protection 
committees of the financial institutions, particularly the Associ- 
ation of British Insurers, have issued comprehensive guidelines 
imposing limits on the benefits available from option schemes. 
These restrictions are summarised in Egginton, Forker and 
Tippett (1989). 
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are granted, the cost of administering the schemes 
and the cost of dilution? perceived by shareholders 
at the date options are granted. The benefits take 
the form of an anticipated improvement in share 
price performance. Satisfaction of the objectives of 
internal control and external monitoring require 
determination of these costs to allow comparison 
against realised share price performance. Judging 
the rate of issue of options and the distribution 
across individual executives depends on access to 
relevant information. Less disclosure impairs con- 
trol and provides scope for opportunism. 

The value of options when they are granted 
represents the biggest component of the cost of 
options to shareholders. Determination of this 
requires full information on the number of options 
granted (N), the exercise prices (X) and the dates 
during which they can be exercised (T). The Com- 
panies Act (1985, Sch. 4, para. 40(2)) requires 
disclosure of this information if new shares are to 
be issued when options are exercised, but excludes 
shares to be purchased in the market. The ostensi- 
ble purpose of the statutory disclosure requirement 
appears to be to provide shareholders with infor- 
mation on dilution rather than to exercise control 
over the share option component of employee 
remuneration.’ Notwithstanding this difference, 
the disclosure requirements of the Companies Acts 
serve as a potential benchmark for the purpose of 
this study because information on the number of 
optional shares, exercise prices and exercise dates 
are necessary inputs for estimating the value of 
options granted to employees. 


Classification of Option Disclosure 


The quality of share option disclosure is 
classified according to the fineness of information 
provided for N, X and T. In particular, only the 
rule for setting X and T might be disclosed; for 
example, it may be stated that exercise prices are 
set equal to share prices when options ате granted, 
and that options may be exercised between three 
and five years after the date of grant. A finer 
partition is where ranges for all exercise prices and 
all exercise dates are provided: for example, the 
disclosure that options are exercisable at prices 
between 250 and 550p and at dates between 1993 





‘Employee share options are an alternative to cash or other 
benefits as a means of obtaining improved performance, and 
therefore should be evaluated by comparing costs and benefits. 
Where the value of options (warrants) granted equals the 
expected benefit receivable, Black and Scholes (1973) and Galai 
and Schneller (1979) show that, under certain assumptions, 
options granted do not adversely affect the wealth of sharehold- 
ers. Costs of dilution thus relate only to the prospect of a 
reduced proportionate share in the equity capital of the firm. 

‘It is evident from inspection of the Articles of Association 
set out in Table A to the Companies Acts that shareholders 
have no direct power over executive remuneration. The Compa- 
nies Act 1989 (Sch. 7 para 2(B)), however, extends the disclosure 
requirements applicable to options held by directors. 
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and 1998. The disclosure requirements of the Com- 
panies Acts for options to subscribe for shares 
represent a still finer partitioning where the num- 
bers of options outstanding at each exercise price, 
and for each exercise period, are disclosed. Other 
aspects by which fineness could be measured relate 
to whether disclosure is further partitioned to 
reveal the distribution of options across different 
schemes, and the split in holdings between options 
held by directors and those held by other em- 
ployees of the firm for different option schemes. 


Modelling the Disclosure Decision 


Disclosure quality in financial statements is 
modelled as if management aim to minimise the 
costs they associate with disclosure. The level of 
these costs for different levels of disclosure is 
determined by variables which include the gover- 
nance structure of the firm. The disclosure dimen- 
sion of the constrained choice set imposes net costs 
if no information is provided. Improvements in 
disclosure quality are associated with higher infor- 
mation collection costs and with increases in the 
level of opportunistic benefits foregone by manage- 
ment. Inversely related to disclosure quality are 
costs imposed by auditors for non-compliance and 
monitoring costs incurred by investors. Security 
returns are assumed to be price protected and fully 
to reflect disclosure costs. These costs affect man- 


Disclosure Quality 


Cp A 


Costs of Disclosure 


Figure 1 


Aggregate disclosure costs are given by AA while 
OB measures the opportunity loss management 
associated with disclosure. Increasing disclosure 
quality from the origin reduces the net cost of 
disclosure from OA. These costs are minimised at 
C; the optimal. level. of disclosure is Dy. For 
disclosure quality better than D, net costs rise as 
disclosure quality is improved. 
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Disclosure Quality 


О 


Costs of Disclosure 


` Figure 2 
For the same data as in Figure 1 the net cost of disclosure is illustrated. This is minimised at D,, the optimal 
disclosure quality, and increases for improved disclosure quality beyond Dy. 





agerial wealth through the proportion (а) of 
the firm owned by management and via the impact 
of lower firm values on the threat of takeover. 

These relationships are illustrated schematically 
in Figures 1 to 3 where, for illustrative conven- 
ience, linear functional forms are assumed. OB and 
AA represent costs positively and negatively re- 
lated to disclosure quality. OA measured on the 
horizontal axis reflects net costs if no information 
is disclosed. This cost falls as disclosure quality 
improves and is minimised at D,. Figure 2 re- 
flects change in net costs for different levels of 
disclosure. 

Higher levels of managerial ownership or in- 
creases in the vulnerability of the firm to takeover 
or tighter application of auditing standards result 
in outward shifts of aggregate costs from А,А, to 
A, A, in Figure 3 and ceteris paribus increase the 
optimal level of disclosure. OB reflects the oppor- 
tunity loss perceived by management and is given 
by (1—«) of the value to management from 
withholding information plus (x) times the firm's 
data collection costs. Incremental data costs and 
benefits from withholding information will fall as 
a result of improved monitoring by audit commit- 
tees and non-executive directors and will shift OB, 
to OB,. Increases in the proportion of the firm 
owned by management will have the same effect. 
Conversely, the existence of a dominant personal- 
ity increases the cost associated with disclosure 
from OB, to OB, and, ceteris paribus, lowers 
disclosure quality. 





Hypotheses 


From the model, the following six relationships 
based on the determinants of the cost functions 
facing management are hypothesised. The higher 
are the costs of collecting information, the lower is 
the quality of information disclosed. These costs 
are likely to be determined by the number of 
schemes operated, the number of participants, the 
number of executive directors and the proportion 
of options held by directors. Firms are not required 
to identify either the different types of scheme 
operated or the number of participants. Analysis of 
disclosure quality in the sample revealed large 
firms to be more likely to disclose data aggregated 
across schemes and this disclosure is of below 
average quality.’ Firm size may therefore be a 
proxy for data collection costs. These costs are also 
inversely related to the proportion of options held 
by directors. Firms are required by the Companies 
Act (1985, s. 325) to maintain a record of options 
granted to directors so the incremental collection 
cost is lower for these options. Firm size measured 
by the value of equity also proxies for the threat of 
takeover. The adverse impact of poor disclosure on 
share prices, ceteris paribus, increases the threat of 
takeover (Manne, 1965). This effect is proportion- 
ately greater the lower is the market value of the 
equity of the firm so that, for a given level of 





"Aggregate data was provided for some or all option schemes 
by 89 firms of which 63 were in the top 100 sample. 
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Costs of Disclosure 


Figure 3 


Increases in aggregate costs from ASA, to АЈА, (caused for example by increased sensitivity to the threat of 
takeover and increased managerial ownership interest in the firm) or reduced opportunity losses shifting OB, 
to OB, (caused by improved governance monitoring or a smaller interest in options) increases, ceteris paribus, 
the optimal level of disclosure from D, to D,. The dominant personality effect shifts the opportunity loss 
function from OB, to OB, and, ceteris paribus, reduces disclosure quality. 


disclosure, the impact on the threat of takeover will 
be greater the smaller the firm. 


H, Ceteris paribus, the smaller the firm and 
the higher the proportion of options held by 
directors, the better will be disclosure quality. 


The UK Companies Acts require disclosure in 
financial statements of information on share op- 
tions granted by the firm. This imposes an obli- 
gation on auditors to verify compliance with these 
disclosure requirements. Non-compliance warrants 
qualification of audit reports. While departures of 
this nature may be passed over in practice, poor 
disclosure quality relative to statutory require- 
ments is assumed to generate tension between 
auditors and management. This increases the 
probability of an audit qualification in the event of 
a substantive disagreement with management over 
accounting policy. As a negative association has 
been identified between audit qualifications and 
share price returns (Firth, 1980), it is assumed that 
due to auditor pressure aggregate disclosure costs 
will increase for levels of disclosure belcw statutory 
requirements. This pressure is assumed to be posi- 
tively related to the technical competence of audi- 
tors and to exist at a uniformly high level for the 





homogeneous group of auditors comprising the 

*big six". 
H, Ceteris paribus, firms audited by the ‘big 
six' provide a higher optimal level of disclos- 
ure compared to others. 


In the positive theory of agency (Jensen and 
Meckling, 1976) and the model presented in this 
paper, the proportion (x) of equity owned by 
management plays a centrol role. From the model 
three distinct effects of (x) on disclosure quality 
can be identified. Two of these are positive while 
the third is negatively related to disclosure quality. 
The higher is (a) the greater will be the level of 
costs incurred and, ceteris paribus, the higher is 
disclosure quality. Similarly, the opportunity loss 
given by (1 — с) is lower and disclosure quality is 
higher. However, the burden to management of 
information collection costs is positively related to 
(x) and this negatively affects disclosure quality. 


Н, Ceteris paribus, the proportion of equity 
owned by management bears an indetermi- 
nate relation to disclosure quality. 


The recommendations of the Treadway Com- 
mission and the Institutional Shareholders Com- 
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mittee are based on the view that features of 
corporate governance have the potential to en- 
hance monitoring and internal accounting control. 
Any improvement in monitoring share option ben- 
efits associated with audit committees and non- 
executive directors reduces the scope management 
perceive for acting opportunistically and improves 
disclosure quality. This effect is reinforced because 
. monitoring in order to be effective requires infor- 
mation. Incremental information collection costs 
of disclosure should be lower if internal control is 
improved and so disclosure quality will be im- 
proved. 

Agency theory predicts the setting up of audit 
committees and appointment of non-executive di- 
rectors as a means of attenuating agency costs. 
Disclosure in financial statements is the obvious 
means of communicating the existence of these 
devices to the market but, paradoxically, not all 
firms having audit committees or non-executive 
directors disclose Фет,“ It is possible that disclos- 
ure in financial statements enhances monitoring 
and for this reason the audit committee and non- 
executive variables, based as they are in this paper 
on disclosure rather than existence, may increase 
the likelihood of identifying a positive association. 


H, Ceteris paribus, the disclosure in financial 
statements of audit committees and non-ex- 
ecutive directors is positively associated with 
disclosure quality. 


There is widespread acknowledgement, typically 
based on anecdote, that a dominant personality 
commanding a firm may be detrimental to the 
interest of shareholders. These fears have been 
fuelled іп the UK because of difficulties 
experienced by prominent firms where the role of 
chairman and chief executive were combined. Ball 
and Foster (1982, fn. 19) cite dominant personality 
as a possible research issue. Fama and Jensen 
(1983, p. 319) take a relaxed view of this phenom- 
enon. In their opinion any adverse consequences 
were eliminated by market discipline; those who 





*This phenomenon is not restricted to the UK. No firms listed 
in New Zealand in 1981 with an audit committee disclosed the 
fact in their financial statements (Bradbury, 1990). Comparing 
the data for this study with the findings of a survey of the 1985 
Times 1000 firms (Marrian, 1988) reveals that 10 firms in the 
Top 100 firm sample had audit committees but did not report 
this in their financial statements for 1987/88. It appears, 
therefore, that 41 firms in the sample may have had audit 
committees although only 31 disclosed this in the accounts. 1 am 
grateful to Ian Marrian and Aileen Beattie of the Institute of 
Chartered Accountants of Scotland for granting access to their 
data on audit committees іс establish this point. Of the ten firms 
not disclosing an audit committee, seven had dominant person- 
alities and only three were 'good' disclosers. Reliance on 
disclosure in financial statements to determine the proportion 
of non-executive directors is subject to a similar limitation of 
incomplete disclosure across firms. This is particularly so for 
small firms (Bank of England, 1988). 
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survive do so because on balance their special skills 
outweigh any costs. The model presented in this 
paper assumes that dominant personalities impute 
higher opportunity losses to the disclosure of infor- 
mation on share option benefits. To the extent that 
governance devices like audit committees and 
non-executive directors create pressure for better 
disclosure which is resisted by dominant personal- 
ities, then it is to be expected that they will be less 
inclined to establish audit committees and to ap- 
point non-executive directors. Dominance is prox- 
ied in this study by the disclosure in financial 
statements that the roles of chairman and chief 
executive are combined. 


Н, Ceteris paribus, the existence of dominant 
personalities is negatively associated with dis- 
closure quality, and with the existence of 
audit committees and non-executive direc- 
tors. 


Incentives to reduce disclosure quality depend 
on perceived benefits. The greater the use of share 
options as a method of remuneration by the firm 
the higher is likely to be the potential benefit. In the 
model, the opportunity loss will be greater for any 
level of disclosure and, ceteris paribus, the optimal 
level of disclosure lower. The proportion of share 
options outstanding relative to issued share capital 
and the value of options held by directors serve as 
proxies for the benefit to all employees and to 
directors respectively. 


Н, Ceteris paribus, the higher is the pro- 
portion of options to issued share capital and 
the greater is the value of options held by 
directors the lower will be the quality of 
disclosure. 


Data collection 


Annual financial statements were examined for 
accounting periods ending between October 1987 
and September 1988 for the largest 100 and 
smallest 100 UK quoted companies in the 1988-89 
Times 1000. Three firms in the top 100 and fifteen 
firms in the bottom 100 did not have share option 
schemes, reducing the sample available for analysis 
to 182 firms. Data on sample firms was also 
obtained from Datastream and the London 
Business School Risk Assessment Service. 


The dependent variable 


The quality of share option disclosure in financial 
statements was classified by the fineness of the 
detail provided. Six discrete mutually exclusive 
disclosure classes A to F were identified, ranked 
from the finest to the coarsest disclosure. Firms 
providing full details on the number of options 
outstanding, exercise periods and exercise prices 
were allocated to class A. This is the same level of 
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disclosure as that required by the Companies Act 
for options to be serviced by the issue of new 
shares. Firms failing to disclose the start of period 
exercise date but otherwise matching statutory 
disclosure requirements for the new issue method 
of service were allocated to class B. Firms substi- 
tuting ranges for exercise prices and dates, rather 
than specific prices and dates, were allocated to 
intermediate disclosure classes. Firms disclosing 
only a general rule for setting exercise prices or 
exercise dates were allocated to lower disclosure 
classes. Of the 182 firms in the sample with options 
schemes, 46% were allocated to Class A, 11% to 
B, 12% to C, 21% to D, 4% to E, and 6% to F. 


The independent variables 


The following independent variables were ident- 
ified: 


1. The proportion of options held by directors 
(PDO) is the total number of options outstanding 
held by directors at the end of the year divided by 
the total number of outstanding options. 

2. Size of the firm (MVEQ) is the market value 
of the firm. 

3. The proportion of non-executive directors 
(PNE) is the number of non-executive directors 
divided by the total number of directors.? 

4. Audit committee (AC) is a dummy variable 
coded 1 if the firm disclosed the existence of an 
audit committee in its financial statements; 0 other- 
wise. 

5. The existence of a dominant personality (DP) 
is a dummy variable coded 1 if the chief executive 
is also chairman of the board of directors; 0 
otherwise. ` 

6. The interest of the directors in the equity of 
the firm (DINT) is the number of shares in which 
the directors are interested divided by the issued 
share capital of the firm. 

7. Big 6 is a dummy variable coded 1 if the firm 
is audited by a big 6 auditor; 0 otherwise. 

8. The interest directors have in withholding 
information on options (VOD) is the number of 
options held by directors divided by issued shares 
times the market value of issued shares. 

9. The potential gain from withholding infor- 
mation on share options (OPPIE) is the number of 
options outstanding divided by issued equity 
shares. 


Data analysis 


Univariate descriptive statistics" and bivariate 
tests of association were computed. Logarithmic 





?Not all firms identify non-executive directors. Where no 
identification was provided the PNE variable was coded zero. 

"The univariate data analysis in this paper follows that 
applied in Pincus, Rusbarsky and Wong (1989). I am grateful 
to Tony van Zijl for drawing my attention to this paper. 
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transformations were applied where necessary to 
reduce skewness prior to the computations of these 
tests. As a second stage, multivariate analysis was 


. carried out to control for interaction effects and to 


assess the marginal explanatory power of different 
variables. The ordering of the dependent variable 
into discrete disclosure classes allows the use of 
limited dependent variable models such as logit or 
probit. The full sample of 182 firms and separate 
samples of 97 large firms and 85 small firms were 
investigated. 


Univariate Analysis of Continuous Explanatory 
Variables 


In these tests, the Companies Act disclosure 
requirements on options to subscribe for new 
shares were used as a benchmark to provide a 
dichotomous classification of disclosure quality. 
Firms providing disclosure quality at least equal to 
the statutory requirement (good disclosers) were 
allocated to one group, and those failing to attain 
this level (poor disclosers) were allocated to the 
other. This classification separates firms providing 
precise data for the determination of options ben- 
efits from those which do not, and is of particular 
relevance for this study. 

As the distributions for the variables measuring 
size of firm (SIZE) and directors’ interest in the 
firm (DINT) were skewed, a logarithmic trans- 
formation was applied prior to significance testing. 
The model predicts that disclosure quality will be 
positively related to the proportion of options held 
by directors (PDO), the proportion of the firm 
owned by the directors (LDINT) and the pro- 
portion of non-executive directors (PNE), and 
inversely related to the size of the firm (LSIZE), the 
reliance of the firm on share options (OPPIE) and 
the value of options held by directors (VOD). The 
signs of the differences in the mean values of these 
variables for good disclosers and poor disclosers 
are in the predicted direction for all variables with 
the exception of the proportion of non-executive 
directors (PNE), and statistically significant at 
levels better than 5% for firm size (LSIZE), pro- 
portion of options owned by the directors (PDO) 
and value of options owned by the directors 


(VOD). 


Univariate Analysis for Dichotomous Variables 


Table 2 reports summary statistics for the di- 
chotomous dependent and independent variables. 
Small firms on average provided better quality 
disclosure than large firms: 5296 of small firms 
were good disclosers compared to 40% of large 
firms. No small firms in the study reported the 
existence of an audit committee, while only 32% of 
large firms reported having them. The dominant 
personality phenomenon occurred evenly across 
large and small firm sub-samples and was in the 
region of 47%. 
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| Table 2 


Summary statistics for dichotomous 


Variable? 
D(A) 


DP 


AC 


BIG6 


of the board; 0 otherwise. 
^F = full sample (N = 182) 
L — large firm sub-sample (N = 97) 
S = small firm sub-sample (ЇЧ = 85) 








variables 
Standard Counts 

Mean Deviation 0 1 
0.456 0.499 99 83 
0.402 0.493 58 39 
0.518 0.503 41 44 
0.467 0.500 97 85 
0.453 0.500 53 44 
0.482 0.502 44 41 
0.170 0.377 151 31 
0.320 0.469 66 31 
0 0 85 0 
0.813 0.391 34 148 
0.917 0.276 8 89 
0.690 0.463 26 59 


*Definitions: D(A), 1 if full information оп М, X and T for options is 
disclosed; 0 otherwise; BIG6, 1 if auditor was a ‘BIG6’ firm; 0 otherwise; 
AC, 1 if the firm in its financial statements disclosed the existence of an 
audit committee; 0 otherwise; DP, | if chief executive is also chairman 





The tests of association reported in Table 3 
indicate that the null hypothesis of no association 
can be rejectéd for the relations between dominant 
personality and disclosure quality (at the 5% and 
1% levels of ‘significance for the full and large 
samples). The existence of dominant personalities 
is negatively associated with good disclosure and 
the establishment of audit committees. Of large 
non-dominated firms (DP=0), 47% provided 
good disclosure compared to 35% for large domi- 
nated firms (DP = 1). For small firms the negative 
impact of dominance on disclosure quality in- 
creased; 61% of non-dominated firms were good 
disclosers compared to 41% of dominated 
firms. Only 18% of large dominated firms reported 
having audit committees compared to 43% of large 
non-dominated firms. There is, however, no 
evidence of a positive causal relation between good 
disclosure and audit committees, as the null 
hypothesis of no association cannot be rejected. 


Muitivariate Results 


The impact of the explanatory variables on the 
full and dichotomised disclosure classification was 
investigated by the use of ordered and univariate 
probit models," For each sample the univariate 





"The logit model was also tested. There is no expectation of 
any difference between these models as the sample size is small 
and extreme values of the error term unlikely. The probit results 
were slightly better and it is these which are reported. 


model provided a better fit of the data and only 
these results are reported. Table 5 reports the 
univariate probit model coefficients and signifi- 
cance levels measuring the impact of the explana- 
tory variables on disclosure quality (coded 1 for 
good disclosure; zero otherwise) for the full sample 
and large and small firm sub-samples, where the 
fitted value for the dependent variable (p) is the 
probability that it equals 1. The model chi-squared 
statistics indicate that the null hypothesis of no 
association is rejected for the full and small firm 
sub-samples. The nuli of no association cannot, 
however, be rejected for the large firm sub-sample. 
The model correctly classifies 61.5% of the full 


sample, 63.9% for the large firm sample and 67.1%- 


of the small firm sample. These compare to a 
success rate for a naive forecast that all firms will 
be good disclosers of 45.6, 40.2 and 51.7% for the 
full, large firm and small firm samples respectively. 

Hi: Threat of Takeover and Administrative Costs 
of Disclosure. For the small firm sub-sample the 
sign of the relation between firm size and disclosure 
quality is negative as predicted but this is not 
statistically significant. For both full and small firm 
samples the sign of PDO is in the predicted direc- 
tion and is significant at the 5% level. As the 
proportion of options (PDO) held by directors 
serves as an inverse proxy for administrative costs 


the positive sign reflects the predicted inverse ге- -. 


H 


lation between costs of disclosure and disclosure 2 


quality. Sn 
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Table 3 
Bivariate measures of association! 
Variables? D(A) DP AC 

F 5.364° 
L 2.357 
S 3.366* 

AC F 0.003 6.55° 
L 0.465 7.029" 
s N/A N/A 

BIG6 F 0.907 1.415 3.679 
L 0.348 1.458 0.194 
S 0.065 4.412 — 





'Chi-square statistics. 
The variables are defined in Table 2. 

3No firms in the small sample disclosed the existence of an audit 
committee. 

‘Significant at the 0.01 level. 
*Significant at the 0.05 level. 
"Significant at the 0.10 level. 








H;: Big Six Auditor. The (negative) signs are not 
in the predicted direction. The classification of 
good disclosure quality, as that required by the 
Companies Acts on options to subscribe for shares, 
applies to a subset of optionable shares. Although 
options are generally written on shares yet to be 
issued, this will not always be the case. As a result 





Table 4 
Pearson correlations among the continuaus explanatory variables 
Variables! PDO PNE VOD OPPIE LSIZE LDINT 
PDO F 1.00 
L 1.00 
S 1.00 
PNE Е -0213 1.00 
L  —0.189* 1.00 
S  —0.101 1.00 
VOD F 0.048 0.007 1.00 
L 0.395* —0.402* 1.00 
5 0.285 0.025 1.00 
OPPIE Е 0.142* —0.09 0.099* 1.00 
L -—0.134 — 0.288 0.395* 1.00 
S 0.048 —0.014 0.723* 1.00 
LSIZE Е —0.54 0.248* 0.065 —0.256* 1.00 
L —0.444* 0.019 0.184 —0.250* 1.00 
S  —0207 0.250° 0.341* — 0.061 1.00 . 
LDINT Е  —0204* —0.019 —0.009 0.022 — 0.023 1.00 
L  —0.128 0.056 0.017 0.037 0.252° 1.00. 
S  —0.058 —0.091 —0.146* —0.015 —0.155* ` 1.00 


"The variables are defined in Table 1. 
*Significant at the 0.001 level. 
"Significant at the 0.01 level. 
Significant at the 0.10 level. 





the link between disclosure quality and compliance 
with statutory disclosure requirements is weak- 
ened. This militates against detecting a Big Six 
effect in this study. 

H3: Proportion of the Firm Owned by Manage- 
ment (DINT). The signs are consistently positive 
but never statistically significant. The absence of a 
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clear relation is as expected given the opposing 
forces operating through DINT. 

H,: Governance Structure. The sign for pro- 
portion of non-executive directors (PNE) is not in 
the predicted positive direction but is not statisti- 
cally significant. This result may be attributable to 
measurement error where firms fail to disclose 
non-executive directors. As predicted by the 
model, a positive association exists between dis- 
closure quality and the existence of an audit com- 
mittee. The finding reported in Table 3 of a weak 
relation is confirmed as the result is not statistically 
significant. 

H5: Dominant Personality. The negative relation 
between dominated firms and disclosure quality is 
as predicted by the model. The result is also 
statistically significant at the 1 and 10% levels for 
the full and small firm samples. On the basis of 
these findings it may be worthwhile to investigate 
the impact on disclosure quality of a richer 
measure of dominance. 

Не: Opportunistic Benefit. The predicted effect is 
negative and is measured in two ways: broadly by 
all options outstanding as a proportion of issued 
equity (OPPIE) and narrowly by a measure of the 
value of options held by directors (VOD). For 
OPPIE the signs are in the predicted direction with 
significance levels of 7% and 11.5% for the full and 
small firm samples. The proxy for managerial 
interest performs best in the large sample. The sign 
is in the predicted direction with a significance level 
of 395. | 


Predicted 
Correctly 
(%) 

61 
63.9 


Chi 
Square 
(0.01) 

10.51 
(0.50) 


—0.0172 21.97 


(0.275) 
—0.104 
(0.029) 


—0.46 
(0.012) 

—0.331 
(0.131) 


—0.109 
(0.34) 

— 0.099 
(0.424) 


4-0.1207 
(0.33) 
(0.312) 


(0.476) 
(0.111) 


— 6.46 
(0.067) 
—0.877 40.151 


— 11.145 


—0211 
(0.367) 
—0.914 
(0.177) 
— 0.027 
(0.382) 


Conclusions 


(0.001) 
+1.644 
(0.149) 
(0.047) 


In this paper share option disclosure in financial 
statements was investigated as a basis for assessing 
proposals for improving control of executive remu- 
neration and enhancing the quality of information 
disclosed in financial statements. Managerial in- 
centives and corporate governance characteristics 
were modelled to provide testable predictions relat- 
ing to disclosure quality in financial statements. 
The hypotheses were tested by investigating the 
impact of the explanatory variables on a dichoto- 
mous and ordered classification of share option 
disclosure. For the dichotomous classification, the 
empirical findings accord reasonably well with the 
predictions of the disclosure model. In particular, 
administrative costs of disclosure and dominant 
personalities adversely affect disclosure quality. 
However, only a weak association was detected 
between devices for internal monitoring, such as 
audit committees and non-executive directors and 
share option disclosure quality. These results are 
indicative of possible relationships and are subject 
to the limitation that the proxies for corporate 
governance variables are based on data disclosed in 
financial statements. Although this is justified by 


0.63E — 02 +1.498 


09E—02 41.599 
(0.422) 


(0.164)** 
(0.164) 


two-tailed p value. 


0.9E — 05 


(0.421)* 
0.332 +0.25E—04 +0.036 


(0.337) 
(0.186) 


+,SIZE+ B,DINT+ f,PDO +f,PNE +f,OPPIE +f,AC +f,BIG6 + ЮР --f, VOD Model 


—0.43E — 02 
жж _ 


ГА 
0.018 
(0.481) 
(0.335) 
0.394 
(0.291) 


one-tailed p value, 
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Full Sample 
(n = 182) 
Large Firm 
Sub -sample 
(n = 97) 
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(n = 85) 
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recourse to arguments from agency theory the data 
are nonetheless imprecise. 

An implication of these findings is that if gover- 
nance control devices are to contribute to the 
monitoring of managerial remuneration the identi- 
fication of duties and detailed guidance on the 
discharge of responsibilities will be necessary. The 
guidance on good practice provided by the Tread- 
way Commission and the Institutional Sharehold- 
ers Committee is a step in this direction. However, 
raising expectations about the monitoring role of 
non-executive directors is likely to impose pressure 
on non-executive directors who may lack the time 
or resources or independence to fulfil this function. 
If, as a result of institutional pressure, detailed 
monitoring guidelines for non-executive directors 
are forthcoming then a market may emerge for 
independent professional monitoring services. This 
development could be implemented along the lines 
advocated by Gilson and Kraakman (1990). 

An aspect of corporate governance which has 
Biven rise to concern is the dominant personality 
phenomenon. This was found to be associated with 
poor disclosure and an apparent lack of interest in 
monitoring. While grounds for concern appear 
warranted, further research into the impact of 
dominance is required. 
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Accounting Revolution at Oxford in 1882. 
The Case of a Governmental ‘Deus ex 


Machina? 


Michael John Jones 


Abstract—In 1882 new statutes were prepared for the University and colleges of Oxford. This paper looks at the 
legislative developments leading up to these changes, and by examining the case of Magdalen College shows how 
these external pressures led to the replacement of charge and discharge accounting by double entry bookkeeping 


and the appointment of external auditors. 


There has been little study of the nineteenth cen- 
tury accounting systems of the Oxford and Cam- 
bridge colleges. This is somewhat surprising given 
their economic importance. In 1873, it was calcu- 
lated, for example, that the Oxford colleges owned 
168,468 acres in their own right and 15,150 acres 
in trust. They also received a gross collegiate 
income of £322,680 and £35,417 trust income (1873 
Report). As a comparison, in 1883, there were only 
16 landowners in Great Britain and Ireland with a 
gross annual income exceeding £100,000, the 
biggest being the Duke of Westminster with c. 
£290,000—£325,000 (Rubinstein, 1981, p. 174). The 
largest estates at this time were rarely more than 
50,000 acres. 

This lack of research is all the more surprising 
given that Oxbridge in the nineteenth century 
offers a particularly interesting research opportu- 
nity to the accounting historian. Not only is it a 
practical example of a change from an unregulated 
to a regulated accounting environment, but also the 
change is well documented in primary sources such 
as Parliamentary and individual college records. 

The general purpose of this article is, by looking 
at such archival evidence, to trace the legislative 
developments which affected the finances of the 
Oxford colleges from the early nineteenth century 
up to 1882. The article concentrates on the intro- 
duction of the 1877 Oxford and Cambridge Act 
(1877 Act). Magdalen College is used as a detailed 








*The author is lecturer in accounting, Cardiff Business School. 
He would like to thank the authorities of Magdalen College, 
Oxford, especially the archivist Dr. Janie Cottis, for their help 
and assistance in preparing this paper. The paper has also 
benefited considerably from the comments of Vivien Beattie, 
Dick Edwards, Maurice Pendlebury, participants at the 1990 
SWAG Conference, and the comments of two anonymous 
referees. 


case study to illuminate these developments, and to 
illustrate the process of accounting change. 


In particular this study will: 


(1) give an insight into the role that govern- 
ments can play in changing accounting systems 
and add to the debate on whether change is 
more likely to be a consequence of external, 
rather than internal, pressures (Parker, 1977, 
p. 5). 

(2) throw some light on two more specific 
questions. First, why did many organisations in 
the nineteenth century change from charge and 
discharge accounting to double entry book- 
keeping? Second, how did the professional, ex- 
ternal audit come to be established in the United 
Kingdom? 


The rest of the paper consists of two broad 
sections rounded off by a conclusion. The first 
section examines the imperatives, provisions and 
influence of the Royal Commissions, and the sub- 
sequent legislation of the statutory commissioners. 
The second section analyses (i) the government 
intervention into college finances (ii) the introduc- 
tion of a double entry bookkeeping system and (iii) 
the establishment of external, professional audits. 


Historical development 


Oxford at the Start of the Nineteenth Century 

In 1800 Oxford and Cambridge were the only 
English universities. They still Jargely preserved 
their medieval origins and were primarily 
orientated towards the service of the Anglican 
church and landed gentry. ‘The colleges were still 
everything, the University nothing save an abstrac- 
tion, or at most an examining body’ (Royal Com- 
mission, 1922, p. 20). The colleges had a complete 
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Table 1: 
Chronology 
1850 
1852 
1854 
1857 
1871 
1872 
1873 
1877 
1878 
1878-1882 Framing of the Statutes. 


Commission reports to Parliament. 
Oxford Act. 


Gladstone's letter. 


Oxford and Cambridge Act. 





monopoly of the government of the University 
(Pantin, 1972, p. 19). There was an oligarchy of older 
fellows in some colleges and general restrictions 
upon fellowships such as celibacy. The colleges were 
still governed solely according to their statutes. 

In financial matters little had altered signifi- 
cantly for centuries. The colleges were hybrid 
organisations: part educational and part landed 
estates. The fellows were entitled to an annual 
dividend determined after an internal audit. Each 
college kept its books using a slightly different 
form of charge and discharge accounting. (Jones, 
1991, outlines the system used at Magdalen 
College, Oxford, in 1812.) 

However, the Industrial Revolution with its 
concomitant increase in urban population and 
industrialisation provided an impetus for change. 
The universities were thus part of a wider re- 
form movement embracing 'higher education... 
...[s]lavery, the increase of crime in new urban 
centres, care of the poor, local government organ- 
ization, factory conditions, public health, parlia- 
mentary representation, the franchise, primary and 
secondary education' (Berdahl, 1959, p. 20). 


Royal Commission 1850-1852 and Subsequent 
Legislation 

Public criticism of the University began in the 
Edinburgh Review circa 1812 (1922 Commission, 
p. 18). Finally, in August 1850, a Royal Commis- 
sion was appointed for enquiring into the state, 
discipline, studies and revenues of the University 
of Oxford (Heywood, 1853, p. 1). (See Table 1 for 
chronology). As part of their enquiry the Commis- 
sioners wrote to all the colleges to ascertain their 
financial resources. However, in the absence of 
statutory power these enquiries were often unsatis- 
factory. For instance on February 6, 1851, Mag- 
dalen College replied, after taking legal advice, that 
the President declined to give information concern- 
ing property which he was not conscious of having 
misused or misapplied; or to surrender Statutes for 
alteration or revision, which he had sworn to 
observe, and never directly or indirectly to procure 


First Royal Commission appointed. 


Ordinance frames New Statutes for Magdalen College. 


Second Royal Commission appointed. 
Report from Commissioners of the Universities of Oxford and Cambridge. 


University of Oxford Commissioners’ Statement. 


1882 New Statutes for Oxford University and for Magdalen College. 
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an alteration of, or dispensation from (Heywood, 
1853, p. 131). | 

Despite this frosty reception from Magdalen and 
other colleges, the Commission produced a com- 
prehensive 542 page report to Parliament on 27 
April 1852. The report’s preface clearly stated the 
case for reform. Oxford and Cambridge Univer- 
sities as great national institutions were invested 
with important privileges, which exercised a great 
influence on the higher and middle classes and 
consequently on the nation’s intellectual, moral 
and social character. It was therefore necessary to 
free the colleges from their traditional restrictive 
practices so as to ‘restore the University and 
the Colleges to a sounder condition’ and make 
them ‘more serviceable to education and learning’ 
(Heywood, 1853, p. 2).! 

The only recommendation directly concerning 
accounting was that ‘a Balance-sheet of the 
Revenues of the. University should be accessible’ 
(Heywood, 1853, p. 6). More significant in the long 
run was the recommendation ‘that College 
Revenues should be made to a certain extent 
available for the Education of the University’ 
(Heywood, 1853, p. 8). 

In order to implement the recommendations, the 
1854 Oxford Act appointed certain Commissioners 
with powers to make and alter the ‘statutes and 
regulations now possessed by the University of 
Oxford and the Colleges thereof’. At Magdalen 
various educational restrictions in the college 
statutes, such as the Presidential veto on college 
meetings, were removed. However, Magdalen was 
not yet forced to contribute any of its revenues for 
university purposes. 


Second Royal Commission, 1872-1874 


While the 1850s Parliamentary. legislation had 
primarily concerned educational matters, the 1870s 
legislation began: to restructure the University’s 
finances. William Gladstone, the zealous, liberal 


ЈА fuller discussion of the 1850s reforms can be found in Bill 


(1973). 4 
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Prime Minister (1868—1874) renewed the attempts 
to reform Oxbridge in an open letter to Oxford's 
Vice-Chancellor (Times, October 24, 1871) 
which announced the setting up of a second Royal 
Commission. 

The 1872 Commission’s terms were to ‘inquire 
into the Property and Income belonging to, admin- 
istered or enjoyed by the Universities of Oxford 
and Cambridge, and the Colleges and Halls 
therein’ (1873, Report, p. 5). Unlike the first 
Commission the financial imperative was supreme 
and the Commission was authorised ‘to call 
for and examine all such books, documents, papers 
and records as you shall judge likely to afford you 
the fullest information’ and to give its opinion 
‘touching the condition, management and custody 
of the said Property and Income’ (p. 6). In order 
to gather the requisite information the Commis- 
sion sent extremely detailed questionnaires (2 
February 1872; 5. March 1872) to each University 
and college. Magdalen College’s reply, in full this 
time, comprised 52 pages of detailed information 
and technical discussion (1873 Report, pp. 86—90, 
532-579). The correspondence continued until 
June 1874. 

The Commission found a great disparity be- 
tween the income of the University and the colleges 
and that the property and income of the individual 
colleges varied considerably (Synoptical Tables, 
1873 Report). Moreover the colleges’ financial 
resources dwarfed those of the University, particu- 
larly in acreages held. The total corporate income 
of both Christ Church and Magdalen surpassed 
that of the University; and the colleges, in toto, 
were more prosperous than the University by a 
factor of 10. The disparity between the three richest 
colleges (Christ Church, Magdalen, New College) 
and the three poorest (Lincoln, Pembroke, Trinity) 
was also striking. Christ Church’s income of 
£49,056 amounted to more than the combined 
income of the six poorest colleges (viz, Trinity 
£5,757; Pembroke £6,215; Lincoln £7,788; Balliol 
£8,463; Worcester £9,415 and Wadham £10,973). 

This disparity, especially when combined with 
the number of fellows per college, was highlighted 
at the end of the Report (p. 37). The Commission- 
ers were particularly concerned that where the 
numbers of fellows were small the establishment 
and staff expenses would be disproportionately 
large. Implicit in this was the inevitable conse- 
quence that the remuneration of fellows would 
vary considerably from college to college. 

Two specific findings of the Commission with 
regard to accounting matters are noteworthy. The 
first was that ‘in the mode of keeping the accounts 
of the Colleges there is no uniformity’. The Com- 
missioners found that ‘the Colleges have had con- 
siderable trouble in supplying the information 
asked for, because their accounts did not corre- 
spond with our forms’ (p. 34). The Commissioners 
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received only a few ‘correctly drawn balance 
sheets’ and surmised that very few colleges actually 
produced balance sheets in 1871. Magdalen was 
no exception, having ‘no such balance sheet as 
that which the Commission would seem to re- 
quire’. This lack of uniformity led the Commission 
to conclude that it was impossible to comment 
upon either inter, or intra, college economy or 
profitability (p. 30). 

The second finding concerned the audit: ‘it 
is almost universally made by members of the 
college, and generally by the head and two or 
more fellows, or officers specially designated for 
the purpose. No case of audit by a professional 
auditor has been brought to our notice’ (p. 35). At 
Magdalen the college accounts were audited by the 
President, the Vice-President, the steward, the 
deans and the 13 senior fellows (p. 568). 


1877 Oxford and Cambridge Act and Legislation of 
the Statutory Commissioners 1877—1882 


The 1877 Act, prompted by the 1873 Report, 
began by stating the Report’s implied inference 
that the University’s revenues were inadequate 
‘and it is therefore expedient that provision be 
made for enabling or requiring the Colleges .. . to 
contribute more largely out of their revenues 
to University purposes’. 

In particular the Commissioners were (1) to 
assign a portion of the revenues or property of a 
college for university benefit; and (2) to provide for 
university studies to be made from college revenues 
(1877 Act, p. 518). In addition they were given 
detailed powers to regulate the form, audit and 
publication of college and university accounts and 
to require the publication of monies borrowed. For 
the first time there was to be direct involvement by 
government in the financial affairs of the individual 
colleges. 

On April 25th 1878, the Commissioners pub- 
lished the policy statement required by the 1877 
Act. This identified the necessity to provide prop- 
erly for university functions. Importantly, it estab- 
lished a Common University Fund (CUF) to be 
administered by the University, in addition to its 
general corporate revenues. The sources of funding 
for the CUF were ‘necessarily [to] be obtained 
from the colleges’. 

Because of the differing financial positions of the 
colleges the Commissioners considered that all 
colleges should not contribute equally. They there- 
fore took into account each college’s actual and 
prospective revenues and needs before assessing its 
contribution. Initially, ‘reasonable revenues’ were 
to be contributed to fund university charges and 
teaching. Subsequently, ‘such of the colleges as 
may from time to time have a further disposable 
surplus revenue ought...to contribute and рау · 
over a proportion, to be hereafter fixed, of that 
disposable surplus, de anno in annum, to the 
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Common University Fund’. Significantly such sur- 
plus revenues were those 'as may be free and 
disposable after [satisfying] all their own proper 
wants' and paying the stipends of the University 
Professors (1878 Statement: MC.MS 1017)? 

This statement was bad news for the richer 
colleges for, in effect, it meant that they would, for 
the sake of overall equity, be taxed more heavily 
than the poorer ones. Magdalen College, the sec- 
ond richest in corporate income, and the largest 
collegiate landowner, must have felt particularly 
vulnerable (1873 Report). 

From April 1878 to May 1882 the college 
attempted to mitigate this possible threat to its 
finances and limit its contributions to the CUF. In 
a mood of resistance the college drew up sup- 
plementary college statutes. These failed to satisfy 
the Commissioners who accordingly framed new 
statutes (MC. MS 895 (iv)). 

During this continuing correspondence the 
Commissioners felt impelled, probably for the 
first time, to involve a skilled professional accoun- 
tant (Mr. Glegg of Quilter, Ball & Co.) in the 
college's affairs. On 1st November 1879 the Com- 
mission's Secretary notified the college that Mr 
Glegg 'should be accurately informed as to the 
nature of the accounts...and as to the manner 
in which they are now kept...should inspect 
the books...and receive from the Bursar such 
information...as he may find necessary for the 
purpose of this duty’ (MC. MS 895 (iv)). This 
appointment, in accordance with the 1877 
Act's intention to regulate the form of college 
accounts, signalled the Commission's seriousness 
about accounting reform. The influence of this 
professional accountant may perhaps be seen in the 
Commission's November 1880 draft statutes. 
These included, for the first time, a detailed break- 
down of the constituent items of the college's net 
revenue. 

The new statutes also clearly established the 
principle of college contributions to the central 
University via the CUF. At Magdalen, ‘income 
arising from any endowment, benefaction, or 
trust...shall be liable to contribute to the pay- 
ment of the charges for University purposes’ and 
‘surplus revenues...applied...to any purpose 
relative to the college or... University’ (section 
XIV, 1 and 8). However, since the clause relating 
to 'surplus revenues' was discretionary, the college 
continued to concentrate upon collegiate, rather 
than university, purposes. 

The net assessable revenue of Magdalen, com- 
puted according to a standard formula, was 
£14,058 in 1883 (1922 Commission). This was only 
surpassed by the assessable income of New College 
(£16,299) and Christ Church (£15,522). The for- 





?Such items, taken from the Magdalen College archives, are 
prefixed by MC. 
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mula, in essence, comprised a college's gross in- 
come plus an assessment of certain internal college 
buildings less certain specified general expenses. 
This net assessable revenue thus differs from the 
total carporate income figures quoted earlier from 
the 1873 Report. The aggregate taxable income 
was assessed on a sliding scale varying according 
to a college's wealth. It began with an initial 
payment of £2 per £100 of total net revenue, 
buildinz up to 3594 on the excess of revenue over 
£20,00C. This system was to be phased in with only 
the inital payment being made in 1883. According 
to the accounts for the year ending 31 December 
1884 Magdalen contributed £276 18s 8d in cash to 
the CLF (2% of assessable income). 

The 1882 statutes also imposed external ac- 
counting constraints upon the colleges for the first 
time. At Magdalen, a separate statute concerning 
the form, audit and publication of accounts had 
been drawn up. Proper books of account were 
to be kept embracing all debts and liabilities, 
all receipts and payments, a property register, a 
rent-roll, a cash book and a ledger. In addition, 
such books were to be kept as were necessary to 
record regularly all receipts and payments and to 
enable the several accounts to be duly checked and 
balanced. There was to be a yearly audit either by 
a professional auditor or by a person conversant 
with accounts approved by the Permanent Sec- 
retary to Her Majesty's Treasury. Finally the Pres- 
ident end fellows were instructed to prepare and 
deliver to the Registrar of the University certain 
abstracts, statements and accounts so that the 
college's contribution to university purposes could 
be determined. 

The following items (relating to the previous 
calendar year) were required to be delivered to the 
University for publication by 24 March each year: 
separate abstracts of receipts and payments for the 
college, its trust properties, and any special trust 
funds; a balance sheet; a statement of loans con- 
tracted by the college; and an auditors' certificate 
(or statement with reasons for refusing one). The 
abstracts of receipts and payments were to be 
presented on four standardised forms. The balance 
sheet (see Appendix 1) listed the balances from 
each account and represented the cash at bank and 
in hard. It contained no fixed assets. 

At Magdalen the need to provide the University 
with the new standardised abstracts led to the 
abandonment of the old charge and discharge 
system at Michaelmas 1882?) The new system 
began for the year ending December 1883, and by 
1 January 1884 a full, interlocking double entry 
system was in place. 








>There is, however, the rather sad spectacle of the skeletal 
outline of an 1833 Liber Computi in the traditional, old format 
which was parially completed, before being abandoned in 
favour of the new system. - : 
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To fulfil its duty under the 1882 statutes Mag- 
dalen College appointed a professional accountant 
' for the first time on 11 June 1883. Mr E. Moore (of 
E. Moore and Sons, London) was requested to 
audit the college accounts for the year ending 
Christmas 1882. 


Analysis 


Government Intervention 

The legislation which culminated in the 1882 
statutes is а clear example of government interven- 
tion into the accounting matters of the University 
and colleges of Oxford in order to fulfil a wider 
national plan. Gladstone, in particular, was keen 
to modernise and improve the educational system 
at Oxford, especially in the sciences, so that it 
could better contribute to national needs. By the 
1870s it was clear that the government's broader 
educational reform objectives were being jeopar- 
dised by three features of the Oxbridge financial 
system. First, there was no reliable, objective, 
financial information upon which planning de- 
cisions could be made. Second, the complete finan- 
cial autonomy of the colleges from the University 
led to parochialism. And lastly, the concentration 
of wealth in college rather than university hands 
led to the neglect of central provision. 

Financial reform was an imperative, but there 
seemed little possibility of the Oxford colleges 
being willing, or able, to reform themselves. Mag- 
dalen, Brasenose, Trinity and St John's had all 
refused even to furnish financial information to the 
1850-1852 Commission. The 1873 Commissioners 
had found no evidence of any professional audits 
and only a few colleges drawing up balance 
sheets. Magdalen's unwillingness to embrace re- 
form, an attitude probably shared by many of the 
richer colleges, was expressed in an internal mem- 
orandum: "The college is therefore of the opinion 
that such contributions [from colleges to Uni- 
versity] should be posiponed until the colleges 
themselves have their requirements completely sat- 
isfied...[and] that all colleges in their work of 
education and discipline are advancing University 
interests and fulfilling University functions' (25.10 
1877 MC. MS 895 (iv)). 

Indeed, at Magdalen, there appeared to be no 
real recognition of the need to adapt significantly, 
or change, the college's accounting or financial 
arrangements at all Perhaps, as Jones (1991, 
pp. 154—5) suggests, this was because the tra- 
ditional system was still perceived as being per- 
fectly adequate, as having stood the test of time 
and as having benefited the President and fellows. 

Faced with the need to reform the financial 
affairs of the University and colleges, together 
with the lack of any internal pressures for reform, 
the government itself was forced to act. The 
Second Royal Commission represented govern- 
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ment intervention, to limit the financial autonomy 
of the colleges and to redirect funds from the 
richer colleges to central university functions, in 
pursuance of the wider objective of educational 
reform. 

The accounting reforms were thus a by-product 
of these wider objectives. To redistribute equitably 
the income of the colleges, reliable, objective infor- 
mation was required. However, given the lack of 
uniformity of practice, unearthed by the 1873 
Commission, the existing financial information, as 
presently prepared and drawn up by the colleges, 
was wholly inadequate. To control and monitor 
the University's financial affairs effectively, it was 
necessary to introduce standardised forms and 
other uniform accounting regulations. In a sense 
these developments were parallel to those in statu- 
tory companies, such as the railways and water, 
where standardised forms had been introduced in 
1868 and 1871. They were, however, at odds with 
the situation in the majority of companies incor- 
porated by registration, where there was no pre- 
scriptive, accounting legislation from 1856—1900 
(Edwards, 1989) and no standardised formats until 
1981. 

The accounting change at Oxford, in 1882, is 
thus a clear example of the ‘dramatic’ intrusion 
of an external force, the government, into the 
internal affairs of an organisation. As such it 
supports Parker’s exploratory hypothesis that 
*accounting practice only changes as a result of 
very strong external pressures’ (1977, p. 5). It is 
also an example of sudden, rather than slow, 
change—an example of the latter being the nine- 
teenth century evolution of asset accounting (Brief, 
1966, p. 23). 


The Introduction of a Double Entry Bookkeeping 
System 


In 1882, Magdalen College abandoned the 
charge and discharge system it had been using for 
centuries in favour of a double entry bookkeeping 
system. This poses the interesting question of 
whether this was because perceived superiorities 
of double entry bookkeeping over charge and 
discharge accounting were recognised by the 
government, and consequently implemented by 
the college. The advantages of double entry 
over earlier bookkeeping systems, such as charge 
and discharge, have been variously seen as: 
‘order and regularity’ (Pollard, 1965, p. 217); ‘accu- 
racy and completeness’ (Chatfield, 1973, p. 41) and 
the ‘greater care and correctness it demanded from 
clerical staff’ (Edwards, 1989, p. 11). Indeed, gener- 
ally double entry bookkeeping is seen as being 
more systematic, comprehensive and effective than 
charge and discharge accounting. 

These advantages were not so obvious to 
many in previous centuries (see Napier, 1991). 
Blackstone (1753, p. 28) wrote of the All Souls 
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charge and discharge system that the accounts 
were ‘admirably constructed for the purpose they 
are intended to serve', and Principal Leachman 
maintained, in relation to the accounts of Glasgow 
College, that ‘if all the masters of bookkeeping 
in Europe were assembled they could devise no 
shorter, simpler and safer form than charge and 
discharge' (Forrester, 1978, p. 57). Baxter (1980, 
p. 70) also points out that charge and discharge 
has a ‘grim logic’, which makes it better where all 
details need to be studied (e.g. trust accounts) than 
the income-statement-cum-balance-sheet. More 
recently, he has pointed out that charge and 
discharge ‘satisfies the very natural desire for a 
statement of cash flows’ (Baxter, 1991, p. 384). 

There is, unfortunately, no evidence which 
points to the government’s advocacy of double 
entry bookkeeping. Indeed, nowhere in the 1882 
statutes is double entry championed. The refer- 
ences to accounting matters are exceedingly gen- 
eral, specifying that ‘proper books of account be 
kept’, but leaving the bookkeeping method un- 
stated. The thrust of the legislation by the statutory 
commissioners was to replace disorderly books of 
account with orderly ones, and to introduce 
a uniform set of abstracted final statements for 
publication. It was not so concerned with the 
internal accounting practices of the college, and 
theoretically the continuance of an adapted charge 
and discharge system might have been possible. 
Indeed, a college committee in. 1881 was still 
under the impression that the old charge and 
discharge books (Great Indenture, Liber Computi 
and Transmission Book) would be continued 
(M.C.MS. 827 (ii). 

In practice, however, it would have proved 
extremely difficult for the colleges to continue 
keeping their accounting records using charge and 
discharge. To satisfy the University's publication 
requirements the charge and discharge accounts 
would have had to have been drastically restruc- 
tured. It would have meant two sets of records— 
one for university, and the other for college 
purposes. The specific requirements of the statutes 
for a cash book, a ledger, or ledgers, and for the 
accounts to be duly checked and balanced may also 
have prejudiced the continuance of a charge and 
discharge system. This proved the case at Mag- 
dalen, where a fruitless attempt appears to have 
been made in 1883 to persevere with the old charge 
and discharge system, before finally abandoning it 
in favour of a new double entry bookkeeping 
system. 

The President and fellows of Magdalen College, 
therefore, did not necessarily use double entry 
bookkeeping because they had been convinced 
of its inherent superiorities, or because it gave 
them more useful information. Rather it seems to 
have enabled them to fulfil their new found duties 
more easily. 
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Nature of the Audit 


The appointment of an external, professional 
auditor for the first time in 400 years signified an 
important change in the role of accounting at 
Magdalen. Before 1882 the function of the ac- 
counts had been primarily internal: bursarial moni- 
toring and control and the facilitation of the 
calculation of an annual dividend to fellows (Jones, 
1991). After 1382 a new purpose emerged, the 
provision of yearly schedules to the University 
Registrar. These new abstracts formed the basis for 
the redistribution of income within the University. 
The accounts were now being used for external 
decision-making. 

The external auditor checked *whether the ac- 
counts of the College are duly kept in proper books 
of accounts, in conformity with the provisions 
of the Statute, and whether the Abstracts, and 
Balance-sheet ... contain a full and true account 
of the financial condition of the college' (Statutes 
for Magdalen College, 1882, p. 34). The President 
and fellows had seen no imperative to introduce 
external auditing; it was only the impetus of the 
government which introduced the external auditor. 

This is particularly interesting, given that in the 
second half of the nineteenth century external 
professional auditing was in its infancy. For in- 
stance Parker has stated that: 'there was little 
conception of the auditor as an independent third 
party (Parker, 1990, p. 67). In the UK from 
1856-1900 no compulsory company audits were 
required, although the 1856 Companies Act did 
introduce optional model articles which contained 
clauses for an audit, albeit not necessarily an 
external, professional one (Edwards, 1989). For 
statutory companies audits were required but 
not by outsiders (Railway Companies Act, 1868; 
Banking Companies Act, 1879; Water Companies 
Act, 1871). The 1877 Act therefore represented a 
rare, early intervention by government into audit- 
ing. It is a striking departure from the laissez-faire 
approach that was adopted towards companies. 
Indeed, along with the Friendly Societies Act 
(1875), it represents one of the first statutory 
recognitions of the professional audit in the UK. It 
also significantly predated the option to appoint a 
professional accountant as auditor in other spheres 
such as the municipal corporations: (1890) and 
building societies (1894) (Edwards, 1989, p. 264). 

"This particular example may also be distin- 
guished from recent research, into firms and char- 
itable organisations, which concluded that the 
'existence of the independent auditor is not 
the direct resuit of government fiat’ (Watts and 
Zimmerman, 1983, p. 633; see also Swanson and 
Gardner, 1989). At Oxford, while it is true that the 
government played no part in the development òf 
internal auditing, it certainly did introduce the 
external, professional audit in a sphere which had 
traditionally been self-regulating. 
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Another important question is whether experts, 
external to the college, such as accountants or 
Solicitors, played any part in the abandonment of 
charge and discharge accounting. The late nine- 
teenth century, in particular, marked the growth of 
professional accounting, the ICAEW being formed 
in 1880. It is therefore probable that the pro- 
fessional external auditors prescribed by the 1882 
statutes, and who were trained in double entry 
bookkeeping methods, would advocate them for 
the Oxford colleges. After all, as Edwards states, 
*A major part of the accountant's work was there- 
fore to introduce an efficient system of double 
entry' (1989, p. 263). 

At Magdalen there is, unfortunately, no direct 
evidence on this point. Indeed, interestingly the 
initial thinking of the college was that 'an 
Estate Agent of experience be employed to set 
in working order the books necessary to carry 
out the... system of accounts as proposed by the 
Universities Commissioners' (MC.MS.827 ii). This 
proposal, which would have perpetuated a long 
tradition of involvement by Land Agents (by train- 
ing lawyers or surveyors not accountants) in the 
financial affairs of landed estates (Thompson, 
1963, p. 160), does not appear to have been 
implemented. 


Conclusion 


The 1877 Oxford and Cambridge Act, and sub- 
sequent legislation of the statutory commissioners, 
marked a watershed in the accounting history of 
Oxford University and the Oxford colleges, such as 
Magdalen. Before 1882 Magdalen was financially 
fully autonomous, self-regulating and still using a 
bookkeeping system based on the charge and 
discharge systems of medieval estate accounting. 
After 1882 Magdalen was constrained by its 
amended statutes to contribute funds annually to 
a Common University Fund; was subjected to an 
external, professional, annual audit; was forced to 
submit standardised, annual accounting abstracts 
to the University; and abandoned charge and 
discharge accounting in favour of double entry 
bookkeeping. 

These changes demonstrate the power of the 
accounting ‘deus ex machina’ in accounting his- 
tory, for it is extremely unlikely that, without the 
intervention of the government, the colleges would 
have voluntarily reformed their accounting sys- 
tems. There seems no direct evidence that either the 
colleges or the government championed the superi- 
ority of a double entry bookkeeping system over a 
charge and discharge system. At Magdalen, double 
entry bookkeeping seems to have been introduced 
more as a by-product of the need for standardised, 
uniform accounting information for university 
decision-making, than as a conscious decision to 
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replace an inadequate system. The 1877 Act also 
signalled the government’s recognition, in the not- 
for-profit sector, of the importance of independent, 
external auditors, and although there is no direct 
evidence linking them to the change in system, it is 
probable that these auditors played an important 
role in introducing double entry bookkeeping 
systems. 

Accounting change at Oxford in the late nine- 
teenth century therefore came suddenly and 
swiftly. It was the result of external, rather than 
internal, pressures; accounting revolution rather 
than accounting evolution. 
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Appendix 1 


BALANCE-SHEET showing the state of the different Accounts of the Year ending thirty-first December, 


18 , at the closing of the Accounts for that Year 


LIABILITIES 
To Caution Money Fund: 


Balance in hands of the College less due to the College for Battels, & c. 


To Trust Funds: | 
Balances due by the College (distinguishing each Trust). 

To Special Funds: 
Balances due by the College (distinguishing each Fund) 
Balances of General Account 


Total 


ASSETS 
By Cash at Bankers 
By Cash in hand 
By Trust Funds: 
Balances due to the Colleges (distinguishing each Trust) 
By Special Funds: 
Balances due to the Colleges (distinguishing each Fund) 


'Total 


£ s. d. 


£ s. d. 


Accounting and Business Research, Vol. 22, No. 86, pp. 133-142, 1992 
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An Empirical Investigation of the 
Role of Signalling in the Valuation of 
Unseasoned Equity Issues 


Kevin Keasey and Paul McGuinness* 


Abstract— This paper investigates the role of signalling in the valuation of unseasoned equity issues on the Unlisted 
Securities Market (USM) in the UK. It extends the existing US literature by considering a wider range of signals 
and by taking note of the complexities of the issuing process. From the signals considered, firm value is significantly 
and positively related to the percentage of equity retained by the pre-offering entrepreneurs, the level of planned 
capital expenditures, the degree of underpricing, the quality of the reporting accountants and the relative costs of 
flotation. Additional results indicate that firm size and the motivations behind the seeking of a stock market listing 


affect firm valuations. 


Introduction 


This paper investigates the role of signalling in the 
valuation of unseasoned equity issues on the 
Unlisted Securities Market (USM) in the UK. 
Whilst a number of observable characteristics 
(industry, past earnings, past sales growth, etc.) 
might be used by investors to value firms, there 
remains a considerable amount of 'insider' infor- 
mation (management quality, market potential, 
etc.) to be signalled by entrepreneurs. Given the 
Scope for misrepresentation, entrepreneurs have to 
choose observable actions that investors believe to 
be credible signals of firm value. The observable 
actions of direct concern in this paper are the 
percentages of equity retained by entrepreneurs 
(Leland and Pyle, 1977), the disclosed levels 
of planned post-flotation capital expenditures 
(Trueman, 19862), the quality of the advising 
agents chosen to ‘float’ the issues (Titman and 
Trueman, 1986), the disclosure/non-disclosure of 
post-flotation forecasts of earnings (Trueman, 
1986b and Verrechia, 1983) and the degree by 
which issues are underpriced (Allen and Faulhaber 
1989; Grinblatt and Hwang, 1989; and Welch, 
1989). 
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Existing empirical results 


The primary focus of the existing empirical 
literature has been the testing of the Leland and 
Pyle (1977) retained equity signalling argument. 
Higher levels of retained equity are argued to 
signal higher levels of firm value. This is because 
investors perceive that entrepreneurs would only 
be willing to hold relatively undiversified portfolios 
of shares in the expectation of compensating 
returns. The first major test of the Leland and Pyle 
(LP) (1977) signalling hypothesis was conducted by 
Downes and Heinkel (1982), using 297 unseasoned 
US offerings over the period 1965-69. This study 
found the price/earnings ratio of the issuing firms 
to be positively and significantly related to the 
percentage of equity retained: thus, providing evi- 
dence in favour of the LP signalling hypothesis. 

Extending the analysis of Downes and Heinkel 
(1982), Ritter (1984a) noted that a positive re- 
lationship between firm value and the percentage 
of equity retained could also be due to possible 
agency and/or wealth effects arguments. Ritter's 
agency effect argues that higher levels of equity 
retention lead to higher firm values because the 
original owners of the firm have greater incentives 
to control management shirking. In contrast, 
Ritter's wealth effect suggests that the higher the 
value of a firm, the less equity the entrepreneur has 
to offer to obtain a given amount of money. In 
separating the wealth and agency effects from 
signalling arguments, Ritter concluded that the 
positive relation between retained equity and firm 
value (the post-offering market value of equity 
deflated by pre-offering book value of equity) 
for 559 US firms that went public in the period 
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1965-73 was best explained by the agency 
hypothesis. 

The attempted separation of these effects by 
Ritter is, however, flawed at both the conceptual 
and empirical levels. At the conceptual level the 
wealth effect argument is highly questionable, since 
it implies that across firms entrepreneurs are 
seeking to raise a constant amount of money from 
an issue. Despite this, it is possible that firm size, 
and hence value, may have some role in determin- 
ing equity retention levels in new listings. For 
example, relatively small firms may be encouraged 
to issue more equity to create a larger market in 
their stocks to avoid thin trading in the after 
market. This ‘institutional’ effect is clearly quite 
different to Ritter's wealth effect and the two 
effects should not be confused. Whilst the wealth 
effect does not form part of the analysis of this 
paper, the institutional effect is considered further. 

The agency effect also presents a number of 
problems at the conceptual level. First, Ritter gives 
little consideration to the possibility that, when a 
firm is listed, any reduction in con:rol by the 
original entrepreneur might be replaced by 
controlling influences from the new equity holders 
and by the control imparted as a result of being a 
visible entity on a stock market. Second, given that 
firm value is being measured at or near the date of 
flotation, it is not clear how the structure of 
activities within firms could change so rapidly as to 
allow significant changes in management be- 
haviour. Third, if it is argued that the measurement 
of firm value at the time of flotation is supposed to 
be capturing all future cash flows, which includes 
the effects of future shirking behaviour, then 
agency and signalling arguments are largely insep- 
arable. The basis of signalling theory is that the 
entrepreneur attempts to signal his/her private 
information concering the future potential of the 
firm, and part of this future potential must include 
the ability to control future agency effects. Thus it 
might be argued that Ritter has tried to separate 
effects where there is a heavy conceptual depen- 
dence of one effect (signalling) upon the other 
(agency). 

As well as the attempted separation cf signalling 
and agency effects being conceptually in doubt, 
Ritter's empirical use of ordinary least squares 
(OLS), weighted least squares (WLS) and two- 
stage least squares (2SLS) regression methods are 
also open to questioning. First, as noted by Ritter, 
the use of 2SLS analysis is not robust to alternative 
instruments or specifications and, therefore, any 
results have to be viewed with caution. Second, and 
more importantly, there is a problem concerning 
the conceptual difference between the entre- 
preneur's perception of firm value (implicit in the 
signalling view) and the market's determination of 
firm value. The basis of the use of these different 
regression techniques is that equity retention is a 
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function of true firm value from a signalling 
perspective, whereas agency arguments offer a 
reverse causality such that firm value is seen to be 
a function of equity retention. Whilst Ritter's 
arguments are correct in theory. they have little 
bearing on empirical practice because of the 
unobservable nature of true firm value. Under 
signalling, entrepreneurs have information 
concerning the future values of their firms. Given 
this information, the entrepreneurs retain a given 
level of equity to signal their beliefs to potential 
investors. The signals are thus used to move 
market values (a function of investors responding 
to signals) closer to the entrepreneur's perception 
of the inherent future value of the firm. There are, 
therefore, two steps to the signalling argument: 


Investors’ 
response— 
market value. 


Entrepreneur’s > Signal > 
perception 
of firm value 


The first step, from peceived value to signal, forms 
the basis of Ritter’s use of 2SLS but it is empiri- 
cally unobservable. What is in fact measured is the 
second step, from signal to market value, and this 
has the same direction of causality as the agency 
arguments. Thus, Ritter’s use of different re- 
gression procedures would seem unable to separate 
signalling from agency arguments. Given the con- 
ceptual and empirical difficulties associated with 
any attempt to separate signalling from wealth and 
agency effects, no such attempt is made here. 

Finally, Krinsky and Rotenberg (1989) recently 
extended the earlier studies of Downes and Heinkel 
and of Ritter. Using data for 115 Canadian initial 
public offerings for the period 1971-83, they found 
support for underwriter quality and capital ex- 
penditure signals. In contrast to prior empirical 
results, a retained equity variable was found to be 
generally insignificant across a number of 
regression equation specifications. The quality of 
advising agents acting as a signal of firm value was 
developed by Titman and Trueman (1986). Their 
model is based on the idea that higher quality 
advising agents will reveal more precise infor- 
mation and only firms with favourable information 
will, therefore, be willing to employ such agents. 
Investors are aware of this situation and they 
accordingly interpret the quality of the advising 
agents as a signal of firm value. In a similar vein, 
Trueman’s (1986a) model of planned capital 
expenditure being able to act as a signal is based 
on the idea that it is costly for the entrepreneur to 
commit capita! for any given level of retained 
equity. | 

The results discussed in this section indicate 
some mixed support for the retained equity signal 
and some support for advising agent signals. More 
importantly, however, the discussion pointed to 
the difficulty of trying to separate a coefficient on 
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a retained equity variable into signalling, agency 
and wealth effects. In contrast to the existing 
empirical literature, this paper attempts no such 
separation and concentrates instead on establish- 
ing the significance of the raw signalling variables. 


Data and variables 


Data 

The sample frame is drawn from the USM in the 
UK. The USM began trading in November 1980 
and has acted as a primary market for small to 
medium sized companies. The market's growth has 
been rapid largely because of its relatively low costs 
of entry and less onerous pre-conditions for entry 
relative to those required on the full listed market 
(see Buckland and Davis (1989, p. 56) for a full 
appreciation of the special nature of the USM). 
The sample of issues selected in this paper focuses 
on the period 1984-86. The early years of market 
activities do not form part of the direct analysis 
because this period is needed to measure the 
quality of the advising agents. From period 
1984-86 only issues which were listed via the 
placing mechanism are analysed. One reason for 
this is that the placing method formed the major 
type of flotation vehicle on the USM over the 
period of interest. A further reason is to ensure a 
uniform standard for the measurement of advising 
agent (reporting accountant, sponsor, broker) 
specialisms to the issues, given that such special- 
isms may vary across issuing methods. Buckland 
and Davis show (pp. 5-20) the varying issuing 
mechanisms to be very different and to give rise to 
very different costs of issue. Given the selection of 
placings, the final data set consisted of 190 issuing 
firms (65 for 1986, 65 for 1985 and 60 for 1984). 
This represents a reduction from the total number 
of placings of 228 for these years due to missing 
data items. Finally, the data for this sample was 
drawn from the Peat, Marwick McLintock USM 
quarterly survey for July 1989 and the Extel Finan- 
cial Information Service. 


Variables 


The following set of variables is used to study 
the operation of signalling when new issues are 
floated on the USM: 


V = В+ В,.ВЕ + ,. NEW + fJ. UND 
+ Bs. ACC + B,.SP + fe. BR 
+ B,;.MER + f,.DF + f.IND 
+ Bg. NA + ba- E + f. GRO (1) 


Descriptions of the variables contained in the 
above equation are outlined in Figure 1. The 
dependent variable (V) is defined as the market 
capitalisation of the issuing firms at the close of the 
fifth day of trading post flotation. This specifica- 
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tion of V was made from an analysis of the first ten 
closing daily traded prices in the unseasoned 
stocks. The analysis indicated that most of the 
premium of traded price over issue price was 
established by the close of the fifth day of trading. 
This finding concurs with previous studies for the 
UK (see, for example, Buckland, Herbert and 
Yeomans, 1981). In this form, the dependent 
variable both mirrors those used in earlier studies 
and captures the issue at the heart of signalling 
theory—namely, can entrepreneurs affect the 
traded value of their firms by their choice of 
signals? However, it does raise a question concern- 
ing the motivations of the entrepreneurs and 
advising agents when they initially list firms. In 
signalling theory the motivations of the en- 
trepreneurs are rarely considered and the analysis 
works on the assumption that the entrepreneurs 
purely want to maximise the value of the firm upon 
listing. However, the analysis of Buckland and 
Davis (1989, pp. 5-7) shows that entrepreneurs 
have many different motivations for taking their 
firms to the USM. The motivations include cash 
for shareholders, repayment of loans, new money 
for fixed and working capital, and access to sec- 
ondary trading markets. It should be clear that 
these motivations are not necessarily synonymous 
with firm value maximisation. Some of the motives 
revolve around the idea of a listing being a vehicle 
for cash generation and this may often conflict 
with value maximisation. Thus, although the 
analysis will concentrate on examining the tra- 
ditional form of valuation equation as shown in 
equation (1), the different motivations underpin- 
ning a firm seeking a listing on the USM will be 
taken into account when discussing the explana- 
tory variables. 

The above has argued that the motives for 
taking a firm to a stock market for the first time 
may be wider than suggested by the theoretical 
models. Equally the use of signalling variables in 
practice may be considerably more complex than 
indicated by the majority of existing theories. Most 
of the theories to date have considered how a single 
variable in isolation might be used to signal future 
firm value. However, there seems to be little or no 
reason why firms should not use a mix of variables 
to signal firm value. This issue has been most 
recently tackled theoretically by Engers (1987), 
whose arguments support the intuition that the 
directional impact of an individual variable 
becomes somewhat muddied in a multiple signal 
situation; namely, 


When many signals are available it is harder to 
show that a separating set exists since sellers are 
no longer completely ordered by their cost of 
increasing the signal; typically one seller will 
have a lower cost of increasing some signals than 
another seller, but have a higher cost of increasing 
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other signals. Both the value of the seller's 
product and the seller's signalling cost depend 
on the seller's underlying quality vector or type, 
but in both relationships the different quality 
parameters can interact in a complicated way 
(p. 664). 


The above quotation suggests that the mix of 
signalling efforts of an individual firm will depend 
upon the relative power and costs of the various 
sets of signals available to that individual firm. 
This implies that any empirical work on signalling 
will have to be careful in its interpretation of the 
coefficients for individual signalling variables. Ac- 
cordingly, in describing the signalling variables and 
when discussing the empirical results, every effort 
is made to allow for possible interactions. 

To capture the Leland and Pyle (1977) signalling 
argument that entrepreneurs retain equity to signal 
firm value, the variable RE is the percentage of 
equity retained by the pre-offering entrepreneurs in 
the issuing firms. Bearing in mind the comments 
made above concerning the motives of 


Figure 1 
Description of Variables 


Dependent Variable 
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entrepreneurs seeking a listing, the relationship 
between V and RE may be affected by en- 
trepreneurs wanting to generate large amounts of 
cash and the advising agents wanting to avoid thin 
trading problems by creating an active market in 
the shares—both of these motives argue for larger 
proportions of equity being sold off than would be 
the case for value maximisation. To provide a 
check on some of the possible confounding influ- 
ences, relationships between a number of the ex- 
planato-y variables are carefully analysed. 
Trueraan's (19862) argument that the signalling 
effect of the RE variable may be conditioned by a 
planned capital expenditure signal is controlled for 
by the inclusion of a ‘new money raised from issue’ 
variable (NEW) which acts as a proxy for the 
firm’s planned capital expenditures. Buckland and 
Davis (p. 49) note that the USM entrant is more 
likely than Official List firms to raise new money 
from quotation and, furthermore, the monies 
generated are likely to be substantial in relation to 
the existing business and the size of the issue. This 
suggests that the. USM may be attracting, 


у Market capitalisation of the firm on the fifth day of trading post-flotation 


Explanatory Variables: 


Signal Variables: 


RE 
(Leland and Pyle, 1977) 
(Trueman, 19862) 


Expected 
sign 


Percentage of post-offering equity retained by the pre-listing shareholders: 


New money raised by a firm from an issue divided by the gross 


proceeds raised 


The excess market return between the пе! issue price and the closing 


price on the fifth day of trading 


Dummy variable for the quality of the reporting accountant to 

an issue—coded 1 if high quality and 0 if low quality 

Dummy variable for the quality of the sponsor to an issue—coded 1 

if high quality and 0 if low quality 

Dummy variable for the quality of the broker to an issue—coded 1 

if high quality and 0 if low quality 

Dummy variable for the use of an additional merchant banking adviser 
to an issue—coded 1 if the sponsor and brcker to an issue differ and 


coded 0 if not 
DF 


Dummy variable coded 1 if the offering firm disclosed a forecast of 


future earnings in the prospectus document to an issue and coded 0 if not 


Control Variables: 
IND 


Industrial classification dummy variable—coded 1 if the firm belongs to 


electricals, textiles, oil, gas and miscellaneous industrials and 


coded 0 otherwise 


NA Net assets on flotation 


E Earnings for the accounting year immediately prior to flotation divided 


by the net assets on flotation 


The natural logarithm of one plus the percentage change in the 
Datastream Market Index over the two-month period prior to listing 
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as it was intended to, firms which require large 
amounts of new money for investment purposes: 
it may be the case that such cash requirements have 
a significant impact on the value maximisation 
Objective. The need for cash may also be reflected 
in.the proportion of equity sold off during the 
issue. Indeed, Buckland and Davis found that 
companies which issued more than 30% of their 
equity were more likely to be substantial new 
money raisers. A similar check made for the 
present study should be able to.shed some light 
on the motivations underpinning listings on the 
USM. 

In addition to the RE and NEW signals of firm 
value, variables are also specified for three other 
signalling arguments. First, the underpricing of a 
new issue (UND) is argued by Allen and Faulhaber 
(1989), Grinblatt and Hwang (1989) and Welch 
(1989) to act as an exogenously costly signal of 
firm value. The level of underpricing is seen as 
operating as a signal because the entrepreneur 
"leaves money on the table' by selling shares at a 
discount below their intrinsic value. Investors in 
turn are aware that this opportunity loss in capital 
can only be recovered by firms with favourable 
future prospects. Accordingly, the level of 
underpricing of a new issue should be positively 
correlated with firm value. It needs to be 
noted, however, that the interpretation of 
underpricing in the context of new issues might be 
considerably more complex than so far suggested. 
For example, underpricing may be a response 
to inefficiencies in the price setting process or 
it may be used to create an active secondary 
market. These possibilities are discussed when 
the relevant signalling and control variables are 
introduced. 

The fourth signal to be considered focuses on 
Titman and Trueman's (1986) argument that the 
quality of the advising agents chosen by the en- 
trepreneur, when going public, provides infor- 
mation to investors concerning firm value. Firm 
owners with more favourable information are ar- 
gued to have an incentive to employ higher quality 
agents as advisers. This is based on the premise 
that a positive relation exists between the accuracy 
of information supplied (by the agents) and the 
quality (cost) of the agents. It is assumed that 
higher quality agents have greater reputational 
capital at stake than lower quality agents and, 
accordingly, have an incentive to protect this capi- 
tal by maintaining the accuracy of the information 
they supply (see Beatty, 1989 and Booth and 
Smith, 1986). 

In testing Titman and Trueman's hypothesis, the 
variables ACC, SP, BR and MER are specified. 
The ACC variable is coded 1 if the reporting 
accountant to an issue belongs to a Big 11 group 
of accounting firms and 0 otherwise. For the 
companies placed in 1984, 1985 and 1986, the Big 
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11 are those reporting accountants with the highest 
fee incomes for 1983 (see Accountancy, 1983) and 
the most experience in terms of the number of 
placings on the USM from its inception to the end 
of 1983. The need for consistency across the two 
measures led to the use of the Big 11/Non-Big 11 
variable rather than the Big 8/Non-Big 8 variable 
as suggested in Titman and Trueman (1986, p. 
171). A further advising agent to be considered is 
the sponsor, who is responsible for the introduc- 
tion of the firm to a broker. After careful analysis 
of the rankings of the number of placings advised 
by sponsoring firms on the USM, a sponsor 
dummy variable (SP) was coded 1 if the sponsor to 
an issue had dealt with three or more placings on. 
the USM prior to the issue, and 0 otherwise. 
Likewise, the broker to an issue was defined by the 
variable BR which was coded 1 if the broker had 
dealt with three or more placings on the USM 
prior to issue, and 0 otherwise. Finally, in many 
issues, the sponsor and broker involved in the 
flotation of stock were the same firm. Where 
different firms were used, a merchant bank was 
involved in the issue as sponsor. Given this, a 
MER dummy variable was defined and coded 1 if 
the sponsor and broker differed, and coded 0 
otherwise. 

Carter and Manaster (1990) developed a model 
which uses both underpricing and the quality of the 
advising agents to signal firm value. Due to the fact 
that underpricing is costly to the issuing firm, low 
risk firms will attempt to reveal their low risk 
characteristics by selecting high prestige underwrit- 
ers. High prestige underwriters develop a 
reputation for dealing with low risk issues and 
they avoid high risk firms to ensure that they 
maintain their ability accurately to price new 
issues. Low risk firms are thus able to use high 
prestige underwriters to signal their lack of risk 
and the higher costs of underwriting are offset by 
the reduced degree of underpricing. If the model is 
correct, the high prestige underwriters should be 
associated with less underpricing, and low risk 
firms should employ high prestige underwriters. 
However, as the following quotation illustrates, the’ 
reality of the situation may be considerably more 
complex: 


Finally, there are good reasons to suggest that 
discounts will vary in line with the issuer's 
concern with managing the share register rather 
than with maximising receipts...the argument 
rests on... putting a positive value on the cre- 
ation of a shareholder base which will prove 
resistant to predators; receptive to the firm's 
future issues, acquisitions and investments; and 
will comprise sufficiently firm holders of shares 

. that the share price remains stable without the 
market becoming illiquid (Buckland and Davis, 
1989, pp. 30-31). 
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The final signalling argument considered focuses 
on the Verrechia (1983) and Trueman (1986b) 
hypothesis that the disclosure of an earnings 
forecast acts as a positive signal of firm value. To 
capture the possible effects on firm value of infor- 
mation provision, the disclosure/non-disclosure of 
an earnings forecast in the issue prospectus, a 
dummy variable DF is coded 1 if a forecast is 
disclosed and 0 otherwise. This is a specific 
example of the more general hypothesis that the 
higher the level of information provision the higher 
the pricing of new issues. Higher levels of infor- 
mation provision are argued to reduce the uncer- 
tainties surrounding the issuing process and thus 
lead to a higher price at issue. Again there are 
added complexities involved with examining this 
argument. As well as affecting the value of the firm 
at issue, it may also be argued that the higher the 
quality of the information providec the less the 
need to underprice. Moreover, the perceived qual- 
ity of the information may be a function of the 
perceived quality of the agents chosen to advise the 
issue. In other words, the signals of advising 
agents, underpricing and information provision 
may work together in an interactive manner. The 
possibilities of such interaction are checked by 
careful scrutiny of the data. 

In addition to the signalling variables defined, 
other potential influences on firm value have to be 
controlled for. First, the market valuation of a firm 
is likely to be a function of its risk. Given the 
absence of betas for firms coming to a stock market 
for the first time and given that the analysis is 
concerned with testing ex ante signalling argu- 
ments, firm risk is controlled for by using two firm 
descriptor variables that would be available at the 
time of issue. The descriptor variables used, IND 
and NA, capture the industrial classification of an 
issuing firm and its size in terms of net assets 
respectively. Whilst the dummy variable IND is 
developed to capture the volatility of a number of 
USM sectors, Buckland and Davis note (p. 107) 
that, in their analysis of the underpricing of USM 
issues, there was an absence of sectoral effects. In 
terms of the size variable, NÀ, there are good 
a priori reasons (see Mueller, 1972) to suggest that 
risk decreases as firm size increases. Buckland and 
Davis (p. 94) present evidence that discounts on 
issue may be inversely related to the size of the firm 
and past profits. The analysis conducted here, 
therefore, also includes a return on capital em- 
ployed variable (E). Finally, the state of the equity 
market at the time of issue (GRO) is included to 
allow for the possibility that the traded value of 
firms is affected by general market opti- 
mism/pessimism (see Ritter, 1984a). This latter 
argument is captured by the inclusion of the 
growth (percentage change) in the USM 
Datastream Market Index over the two month 
period prior to an issue. 
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Table 1 


OLS Regression Estimates 
Estimated 
Coefficient 


Expected 
Variable t-Statistic sign 
RE 

NEW 
UND 

ACC 1.10 
BR —0.82 
SP 0.81 
MER —0.14 
DF 0.22 
IND 0.22 
NA 0.66 
E 10.38 
GRO —7.43 
` Constant —2.45 
R? = 0.48 


1.38 
3.05 
6.65 


4.92* 
6.77* 
2.37* 
2.09* 
—0.16 
1.33 
—0.25 
0.41 
0.44 
3.57* 
1.52 
—1.22 
—0.49 
N = 190 


+? 


? 
+ 
+ 
+ 
+ 
+ 
+ 
+ 
+ 
+ 


*Significant at the 5% level for 1 and 2 tailed tests 
where appropriate. | 





Empirical results 


Table 1 presents the results of an OLS regression 
for Equation (1). To overcome problems of 
heteroscedasticity, the t-statistics shown in Table 1 
are based on White's (1980) heteroscedasticity 
consistent estimation of the variance-covariance 
matrix for the standard errors of the residuals in 
the equation. A correlation matrix is to be found 
in Appendix 1. À 

The results of Table 1 show firm value to be 
significantly and positively related to the percent- 
age of equity retained by the pre-offering en- 
trepreneurs (RE). This result is consistent with the 
Leland and Pyle (1977) signalling hypothesis. 
However, the possibility of institutional and other 
effects contaminating the hypothesised signalling 
relationship between V and RE needs to be allowed 
for. The institutional effect argues that smaller 
firms may need to sell off more of their equity 
(hence retain less) to ensure active trading in their 
shares. This would give rise to a positive relation 
between firm value (V) and retained equity (RE). 
In general, if this were the case then a negative 
association should be found between firm size and 
retained equity. Examination of the correlation 
matrix in Appendix 1 indicates that the association 
between retained equity and firm size (NA) is 
insignificant and, therefore, does not provide 
evidence in support of the institutional effect. A 
further potentially contaminating influence on the 
relationship between V and RE is the motivations 
of the entrepreneurs and advising agents for listing 
a firm. It was suggested that part of the purpose of 
entrepreneurs listing their firms might be cash 
generation as well as firm value maximisation. 
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Examination of the correlation matrix indicates, 
however, that there is an insignificant association 
between RE and the new money raised from issues. 

In terms of the advising agents, there was the 
suggestion that creating stable secondary market 
conditions might be as important to them as 
maximising firm value. Given all the arguments 
concerning advising agents wanting to maintain 
their reputations, it would seem a natural extension 
to suggest that it would be the higher quality 
agents who would seek stable secondary markets. 
The higher quality agents may, however, also pride 
themselves on satisfying the listing firms by 
maximising firm value. In other words, it is difficult 
to sign the expected relationship between the 
quality of the advising agents and the creation of 
stable secondary market conditions, where 
expected secondary market conditions are proxied 
by the percentage of equity sold off. Table 1 in 
Appendix 2 indicates that the association between 
retained equity and the advising agents are of the 
form such that higher quality advising agents are 
involved with listings where larger percentages of 
equity are retained. Given the possible interpret- 
ations of these associations, the evidence tends to 
support the retained equity signal with the slight 
caveat that the listing process might be conditioned 
by cash generation requirements. 

The results of Table 1 show firm value to be 
positively and significantly related to the amount 
of new money raised from an issue (NEW). This 
result indicates support for Trueman’s (1986a) 
capital expenditure signalling arguments. There is, 
however, the possibility that the recorded relation- 
ship is a reflection of other influences. The most 
obvious alternative explanation is that small firms 
need to raise proportionately more cash. The posi- 
tive relationship between the new money variable 
and firm size (NA) suggests that this is not the case, 
and therefore support for the signalling argument 
is strengthened. However, the significant positive 
coefficients on both RE and NEW question the 
possibility raised in Trueman (1986a), that the 
significance of a new money variable may render 
the retained equity signalling variable insignificant. 

Positive support is also generated for the under- 
pricing (UND) signalling argument. As noted pre- 
viously, the relationship between underpricing and 
firm value could be affected by a number of other 
influences. It was argued that firms might choose 
higher quality advising agents so as to reduce the 
need for underpricing. Table 2 of Appendix 2 
generally indicates that this is the case for the 
present sample. However, the only significant as- 
sociation occurs when merchant banks are used in 
the listing process. This suggests that when firms 
clearly indicate that they are using high quality 
agents, they are able to reduce the degree of 
underpricing. There was also the suggestion that 
underpricing might be used as a means to create 
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active secondary markets. The correlation matrix 
in Appendix 1, however, gives little support for this 
idea. The correlations suggest that greater levels of 
underpricing are associated with higher levels of 
retained equity and lower proportions of new 
money issued. A further possible effect is that firms 
underprice more the higher the risk of an issue. The 
negative correlation between underpricing and the 
size of issue offers some support but the association 
is not significant at traditional confidence levels. 
The underpricing variable, therefore, seems to be 
operating as a signal with the added complication 
that its use may be partly a function of the quality 
of the agents chosen to advise on the issuing 
process. There is thus some support for the argu- 
ments of Carter and Manaster (1990). 

In terms of the advising agent variables, only the 
reporting accountant quality variable (ACC) is of 
the correct sign and significant at conventional 
levels of confidence. Given the support for the 
reporting accountant (ACC) variable, further 
regressions were also run using a dummy variable 
(AUD) to represent the choice of auditor to an 
issue. This variable was coded 1 where the report- 
ing accountants and advising auditors were from 
different firms of accountants, and 0 where the 
same accounting practice fulfilled the roles of 
reporting accountant and auditor. Given that the 
independence of the reporting accountant and 
auditor in an issue may serve to reinforce the 
credibility of the information supplied by the 
advising reporting accountant, a positive relation- 
ship might be expected between firm value and the 
AUD variable. However, when the AUD variable 
was either added to Equation | or when it replaced 
the ACC variable it failed to achieve significance. 
Given the descriptive statistics shown in Appendix 
3, this result is not that surprising. Table 1 of 
Appendix 3 shows that where the accountant and 
auditor to an issue differed, the mean value of 
capitalisation upon flotation was lower than when 
the same practice acted as both accountant and 
auditor. Table 2 of Appendix 3 shows, however, 
that there is a positive relationship between the 
quality of the accountants and the functions of 
accountant and auditor being split between 
separate professional practices. 

In interpreting the results for the advising agent 
quality variables in Table 1, certain qualifications 
need to be outlined. First, correlations may exist 
between the advising agent variables which may 
obscure the relative significance of the agent vari- 
ables. To check this, Kendall Tau-B correlations 
between the categorical advising agent variables 
were computed and reported in Table 2 of Appen- 
dix 3. Examination of Table 2 reveals that signifi- 
cant positive correlations exist between the sponsor 
(SP) and broker (BR) agent variables and between 
the reporting accountant (ACC) and auditor inde- 
pendence variable AUD. The significant correlation 
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between SP and BR may mean that the true sig- 
nificance of either BR or SP is masked in Table 1. 
Running separate regressions of Equation (1) with 
BR omitted and then with SP omitied, however, 
did not produce materially different results to those 
reported for SP and BR in Table 1. It is also impor- 
tant to highlight the difficulty in measuring quality 
rankings across the agent variables because of the 
continual changes in agent specialisms across time. 
Given this problem, which is endemic to any agent 
quality ranking on the USM, an additional measure 
of agent quality, COST, was also tried. This 
measure, defined as the total flotation costs for an 
issue divided by the total funds raised from an 
issue, is designed to capture Titman and Trueman's 
(1986) argument that agent quality is an increasing 
function of cost. When the COST variable was 
used in the place of the ACC, SP, BR and MER 
agent variables in Table 1, it was significantly 
related (t-statistic of 4.65) to firm value, V. This is 
slightly surprising given the general insignificance 
of the advising agent variables. However, examin- 
ation of Table 3 of Appendix 3 indicates that with 
the exception of the merchant banker variable, the 
cost of flotation declines as the quality of the agent 
variables increases. This may be explained, in part, 
by agents attempting to develop reputations on the 
relatively new USM market. Indeed, agents at- 
tempting to generate reputations and business in 
such a market environment have an incentive to 
charge relatively low commissions (see Booth and 
Smith, 1986). Furthermore, this option is likely to 
be more appealing to higher quality agents who 
believe they can recoup any opportunity loss in 
commissions through future work on the market. 
Given the significance of the flotation costs 
variable and the general insignificance of the advis- 
ing agents variables in explaining firm value, there 
is a need to ascertain if there are contaminating 
influences. Interestingly, the flotation cost variable 
is positively related to the new money issued 
variable. The greater the proportion of new money 
to be raised, the relatively higher are the flotation 
costs, but it is difficult to see how this affects the 
relationship between flotation costs and firm value. 
The other two interesting correlations in Appendix 
1 are with net assets and returns on capital em- 
ployed. Both of these correlations suggest that as 
size increases, the flotation costs as a proportion of 
overall gross proceeds increases. Although this 
goes against fixed costs of issue arguments, it may 
reflect the fact that the larger issues often need the 
involvement of merchant bankers and may, there- 
fore, partly capture a size as well as a signalling 
effect. There is little doubt that future research will 
usefully benefit from further thought being given 
to the specification of advising agent variables. 
Finally, the insignificance of the earnings fore- 
cast variable might be explained by the fact that 
the advising agents variable is generally insignifi- 
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cant. Part of the effect of a forecast in reducing the 
risk associated with an issue is that it is associated 
with high quality agents. Table 3 of Appendix 2 
indicates mixed evidence for a statistical associ- 
ation between the disclosure/non-disclosure of 
forecasts and the quality of the advising agents. It 
is, therefore, not clear that the insignificance of the 
earnings forecast disclosure variable is due to an 
absence of an advising agent effect. Furthermore, 
although Table 2 of Appendix 2 indicates that 
firms which disclose forecasts underprice less, 
which supports the general findings of Buckland 
and Davis (1989), the association is not statistically 
significant. Of the control variables shown in Table 
1, firm value is significantly related only to the size 
variable. Not surprisingly, larger firms achieve 
greater market capitalisations. In summary, the 
empirical analysis of this section offers support for 
a number of the signals investigated and, further- 
more, it has indicated the importance of allowing 
for the complexities of the issuing process. 


Conclusions 


In this study, the role of signalling in the valuation 
of unseasoned equity issues on the USM in the UK 
has been examined. From the signals considered, 
the percentage of equity retained by the pre-issuing 
entrepreneurs, the level of planned capital expendi- 
tures, the degree of underpricing, the quality of the 
reporting accountants and the costs of flotation were 
all positively and significantly related to firm value. 
The analysis noted that the nature of the issuing 
process must be borne in mind when interpreting 
the significance of these results. For example, the 
retained equity signal may be influenced by the 
motivation of entrepreneurs seeking to generate 
cash rather than to maximise value when listing 
their firms on the USM. Similarly, care must be 
exercised in interpreting the coefficients on individ- 
ual signalling variables in a situation that is likely 
to be characterised by the use of multiple signals. 
For example, it could be argued that the impact of 
an underpricing signal may be a function of the 
quality of the agents chosen to advise on the issues. 
However, the results provide strong, general sup- 
port for the signalling arguments considered. Of 
the control variables used, only the size variable 
was significant at conventional confidence levels. 

Future empirical work on signalling theory will 
benefit from attempting to capture the complex 
relationships that are involved with listing a firm 
on a stock market for the first time. Furthermore, 
new mechanisms for defining and measuring advis- 
ing agent quality are clearly desirable in any future 
attempts to test and understand the importance of 
signaling for the valuation of unseasoned new 
issues of equity. The introduction of knowledge 
gained from case work might usefully assist this 
process. 
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Appendix 1 





Correlation Matrix 








V RE NEW UND NA E GRO COST 
V 1.00 0.353* 0.426* 0.314* 0.260* 0.038 0.024 0.372* 
RE 1.00 —0.101 0.179* 0.057 0.094 —0.033 —0.157 
NEW 1.00 —0.102 0.264* 0.094 0.043 0.547* 
UND 1.00 — 0.161 0.010 0.248* —0.141 
NA 1.00 —0.332* —0.002 0.280* 
E 1.00 —0.041 0.216* 
GRO 1.00 —0.020 
COST 1.00 
*One-tailed significance (1% level). 
N = 190 observations. 

Appendix 2 


Table 1 


Advising Agents in Terms of Levels of Retained Equity 
BR 


ACC 


Values 0 1 0 1 
Cases (п) 57 133 69 121 
RE (Mean) 0.73 0.74 0.72 0.74 
(St. Dev) 0.09 0.10 0.11 0.09 


— 1.285 
—1.710* 


— 0.678 
— 0.463 


Computed г 
Wilcoxon Z 


MER AUDITOR 
0 i 0 1 0 1 
100 90 127 63 153 37 
0.73 0.74 0.73 0.74 0.73 0.75 
0.11 0.09 0.11 0.09 0.10 0.07 


— 1.422 
— 1.506 


—0.688 
— 1.536 


— 0.668 
— 0.476 


*Indicates significant Z or t statistics at the 5% level (for a one-tailed test). 
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Table 2 


Advising Agents and the Variable DF in Terms of Levels of Underpricing 
ACC BR SP MER 


Values 0 1 0 1 0 1 0 1 
Cases (n) 57 133 69 121 100 90 127 63 
(Mean 94) 20 14 14 18 18 14 17 14 
(S.D. %) 34 20 16 29 29 19 23 29 


Computed t — 1.243 —1.225 +1.135 0.717 
Wilcoxon Z —0.824 — 0.159 +1.300 4-1.953* 


*Indicates significant Z or t statistics at the 5% level (for a one-tailed test). 


Table 3 


The Relationship of Earnings Forecast Disclosure to the Quality 
of the Advising Agents 
ACC BR SP MER AUDITOR 


DF 0.133 0.060 0.160* 0.058 0.010 


*Indicates Kendall Tau-B Correlation Coefficients significantly 
different from zero at the 5% level for a one-tailed test. 
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Table 1 


Advising Agent Variables in Relation to Market Capitalisation 
Variable Mean S.D. Minimum Maximum 
£ 000s £ 000s £ 000s £ 000s 


ACCz0 . 791444 4182.94 1980.00 21834.20 
АСС = 1 8570.02 4656.00 1496.00 36300.00 
SP = 0 7862.35 4722.54 1496.00 36300.00 
8Р = 1 8941.13 4233.97 _ 1980.00 21834.23 
BR = 0 7723.46 4022.12 1496.00 20491.41 
ВК = 1 8743.95 4754.56 1980.00 36300.00 
MER = 0 8047.52 4700.81 1496.00 36300.00 
MER = 1 9030.19 4082.94 2950.00 20491.41 
AUD =0 8836.48 477737 1496.00 20491.41 
AUD = 1 8261.35 4462.59 1980.00 36300.00 


Table 2 Table 3 


Correlations between the Advising Agents Analysis of the Relationship between the Flotation 
ACC SP BR MER AUD Costs of USM Offerings and the Quality of the 
A * Advising Agents 
Ee ен ke oe UE Variable Mean S.D. t-statistic 
1.000 0.113 0.040 ACC =0 0.12 0.06 2.21* 
1.000 0.077 АСС =1 0.10 0.05 
1.000 SP-0 0.11 0.06 1.36 


*Indicates Kendall Tau-B correlation coefficients SP=1 0.10 0.04 


ioni Р BR =0 0.11 0.06 1.17 
significantly different from zero at the 5% level for 
a one-tailed test. ВЕ =1 010 0.05 


MER=0 0.10 0.05 —2.28* 
MER = 1 0.12 0.06 


*Significant at 5% for a one-tailed test. 
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The Sequencing of Audit Evidence: 
Its Impact on the Extent of Audit Testing 
and Report Formulation 


William F. Messier Jr.* 


Abstract—Auditing is a sequential process in which an auditor evaluates pieces of evidence relative to audit 
assertions. Hogarth and Einliorn (1992) have recently developed a descriptive model of the belief revision process 
which predicts a recency effect when a short series of complex, mixed evidence is evaluated. A number of studies 
in auditing have found such effects in auditors' belief revisions. An unanswered question, however, is whether such 
recency effects lead to different actions on the part of auditors. Two experiments were conducted to determine 
whether recency effects found in the auditors' belief revisions lead to different actions. The results show that recency 
effects occurred but that they do not appear to result in different levels of audit testing or in the issue of different 


audit reports. 


Introduction 


Auditing has been characterised as a sequential 
process in which pieces of evidence are evaluated 
relative to audit assertions (e.g. Cushing and 
Loebbecke, 1986; Felix and Kinney, 1982; Gibbins, 
1984). In arriving at a judgement concerning a 
particular audit assertion, an auditor starts with an 
initial belief about the problem and revises that 
belief upward or downward depending on whether 
each new piece of evidence is positive or negative, 
respectively. This process has been modelled using 
Bayes rule (Kinney, 1975). However, a number of 
studies in auditing (e.g. Joyce and Biddle, 1981a,b; 
Kinney and Uecker, 1982) indicate that Bayes rule 
is not a good descriptor of the auditor's judgment 
process. These findings are consistent with most of 
the psychology literature (Slovic and Lichtenstein, 
1971; Tversky and Kahneman, 1974). A major 
problem with Bayes rule is that because of its 
normative nature 'it does not allow for the 
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Hackenbrack, Dennis Hanno, Robin Hogarth, John Lynch, 
Katherine Schipper, Eric Spires, Rick Tubbs and two anony- 
mous reviewers for helpful comments on earlier versions of this 
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effects due to procedural or contextual variables' 
(Einhorn and Hogarth, 1988, p. 37). In response, 
decision theorists have recently developed a 
‘procedural theory of judgment’ (Lopes, 1982) 
which focuses on the effects of task variables, and 
their interaction with simple psychological pro- 
cesses and a varied environment. 

Following this approach, Hogarth and Einhorn 
(1992) have developed a descriptive model of the 
belief revision process which takes into account a 
number of task related variables (e.g. order of 
evidence and response model) which previous 
psychological research indicates affect belief 
revisions. They refer to their model as the belief- 
adjustment model.! The model ‘presumes a simple 
information-processing strategy, [however], its 
interaction with these different task variables yields 
a complex pattern of predictions concerning order 
effects’ (p. 3). One important prediction of the 
model is that the order in which a short series of 
complex, mixed (positive and negative) evidence is 
evaluated leads to a recency (order) effect: the later 
piece of evidence resulting in a greater upward or 
downward belief revision because of the ‘contrast’ 
effect of the new piece of evidence. Since auditing 
is generally viewed as a sequential process 
(Knechel and Messier, 1990), the cost and/or qual- 
ity of an audit may be affected by this normatively 
irrelevant task variable (Ashton and Ashton, 





‘Earlier versions of this model had different functional forms 
and were referred to as the contrast-surprise model (Einhorn 
and Hogarth, 1985) and the contrast-inertia model (Einhorn 
and Hogarth, 1988). The predictions of these earlier models are 
consistent with a subset of the predictions from the belief- 
adjustment model. 
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1988). Empirical tests of the model in audit settings 
by Asare (1991); Ashton and Ashton (1988); 
Messier and Tubbs (1991); and Tubbs, Messier and 
Knechel (1990) support the prediction of such 
recency effects. 

This research extends these earlier studies by 
examining whether the recency effects found in 
auditors' belief revisions lead to different levels of 
audit testing or the issue of different audit reports. 
Two hypotheses are tested: the first predicts no 
recency effect while the second predicts that order 
of evidence will not affect auditors' actions. 


Background and research hypotheses 


Overview of the Belief- Adjustment Model 

The theory behind the belief-adjustment model 
is that individuals revise their beliefs using a 
sequential anchoring-and-adjustment strategy in 
which an initiàl belief is anchored on the initial 
evidence, and adjustments are made to this anchor 
as new pieces of evidence are presented. The model 
is written as follows: 


S, = Ski — w,[s(x,) — К] о) 


where 


S, = degree of belief in some hypothesis 
after evaluating k pieces of evidence 
(0x S, « 1). 

S, = Фе anchor or prior opinion. The initial 
strength of belief is denoted 5,. 

50) = subjective evaluation of the kth piece of 
evidence. 

R = the reference point or background against 
which the impact of the kth piece of 
evidence is evaluated. 

w, = the adjustment weight for the kth piece of 
evidence. 


The discussion of the model that follows 
is limited to issues related to the empirical testing 
conducted in this study and the model’s 
predictions. Detailed descriptions of the model can 
be found in Asare and Messier (1991); Ashton 
and Ashton (1988); and Hogarth and Einhorn 
(1992). 

The first issue relates to the encoding of new 
evidence. In the model’s formulation, the impact of 
the new evidence is the difference between the 
individual’s subjective evaluation of the evidence 
and the reference point [s(x,)—R]. Hogarth and 
Einhorn (1992) adopt the position that encoding 
reflects the purpose of the belief revision, and 
distinguish between evaluation and estimation 
tasks. In evaluation tasks, evidence is encoded as 
positive or negative relative to a causal hypothesis 
(—1<s(x,) < + land А = 0). On the other hand, 
the objective of an estimation task is to assess some 
type of moving average. In such tasks, the individ- 
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ual should be sensitive to the difference between 
the current anchor (S,_,) and the evidence being 
integrated (0 < s(x,) x 1 and R = 5,1). In the 
empirical work conducted, evaluation-type tasks 
are used, and it is assumed that the subjects 
initially encode the evidence as either positive or 
negative with respect to the causal hypothesis such 
that — 1 < s(x,) < 1 and R = 0. This assumption is 
supported by prior empirical research (Hogarth 
and Einhorn, 1992; Ashton and Ashton, 1988; and 
Tubbs et al., 1990) which found no recency effect 
for consistent evidence and a recency effect for 
mixed evidence. 

The second issue relates to thé belief-adjustment 
model’s ability to handle two response modes: a 
step-by-step (SbS) process and an énd-of-sequence 
(EoS) process. When using a SbS process an 
individual is assumed to update his or her belief 
after each piece of evidence. With an EoS process, 
the initial belief is adjusted by the ‘aggregate 
impact’ of all of the additional evidence. For most 
audit tasks, judgment ‘is a continuous process of 
receiving information (including feedback from 
previous actions), choosing to act or not act, 
receiving further information, choosing to act or 
not act, etc.’ (Gibbins, 1984, p. 110). Thus, in the 
empirical work, it is assumed that the SbS process 
mimics the auditor’s judgment process for most 
audit tasks and, in particular, the two experimental 
tasks included in this study.? 


Model Predictions 


In developing the belief-adjustment model, 
Hogarth and Einhorn (1992) reviewed nearly 60 
psychological studies where order-effects were 
found. These studies were classified along three 
dimensions: complexity of the evidence, length of 
the series of evidence, and response mode. 
Complexity is an increasing function of the amount 
of evidence that needs to be processed at each 
judgment and the lack of familiarity with the task. 
Length of the series of evidence relates to the 
numbers of pieces of evidence that must be 
evaluated. Hogarth and Einhorn (1992) classified 
short series as containing two to twelve pieces of 
evidence, while a long series contained over 20 
items.’ Response mode included the SbS and EoS 
processes described earlier. 





?Audit review or group judgment tasks (Solomon, 1987) 
should be examined assuming an EoS response mode (Messier 
and Tubbs, 1991; Tubbs ег al., 1990). However, even if the 
individual is instructed to follow an EoS process, as evidence 
increases in amount, complexity and length, the individual will 
be forced to use a SbS revision strategy to cope with the 
cognitive demands of the task (Hogarth and Einhorn, 1992). 

3A short series of evidence is used so that the model's 
prediction can be tested assuming that a and fl remain constant 
throughout the experiments. The use of short series of complex 
evidence is consistent with most audit judgment situations. 
Previous tests of the model in auditing have used two to four 
pieces of evidence. 


SPRING 1992 


Table 1 
Predictions of the the Belief-Adjustment Model 
Assuming a SbS Process and an Evaluation Task 


Type of Evidence 
Length of Series 
of Evidence 
Short Series: 
Simple 
Complex 
Long Series 


Consistent Mixed 


No effect 
No effect 
Primacy 


Recency 

Recency 

Force toward 
primacy 


Table 1 presents the predictions of the belief- 
adjustment model assuming a SbS process,‘ and an 
evaluation task. The predictions are categorised by 
the type and complexity of the evidence, and length 
of the series of evidence. 

For short series of evidence, the model predicts 
no effect for consistent evidence. With mixed 
evidence, the model predicts recency. With longer 
series of evidence Hogarth and Einhorn (1992) 
assume that хапа fi will decline over time and that 
the model will predict primacy for consistent 
evidence and a force towards primacy for mixed 
evidence. For the experiments included in this 
study, interest is focused on the predictions for a 
short series of complex, mixed evidence. 


Hypotheses Development 


Finding a recency effect in the auditors' belief 
revisions is a necessary condition for testing the 
main objective of this study: does a recency effect 
lead to different levels of audit testing or different 
audit reports? The Asare (1991), Ashton and 
Ashton (1988), Tubbs et al. (1990) and Messier and 
Tubbs (1991) studies have found that when an 
auditor sequentially evaluates a short series of 
complex, mixed evidence a recency effect occurs. 
Based on this research, a  recency effect 
is expected, and the following hypothesis is 
proposed: 


H,: When complex, mixed evidence is evalu- 
ated sequentially a recency effect will occur. 


The contrast model's predictions are concerned 
with the individual's belief revisions (i.e. judg- 
ments). It suggests that a seemingly irrelevant task 
variable, order of evidence, may lead to different 
belief revisions on the part of individuals. Tubbs 
et al. (1990) and Messier and Tubbs (1991) suggest 





‘The predictions of the model for the EoS process model аге 
omitted since they are not examined in the current study. See 
Hogarth and Einhorn (1992) for these predictions. Note, how- 
ever, that the predictions for the EoS response mode are 
identical to the SbS response mode when a short series of 
complex evidence is evaluated. 


ABR 22/86--D 
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that, if order of evidence can lead to different belief 
revisions, it may also result in different actions (i.e. 
choices) on the part of the individual. Einhorn and 
Hogarth (1981) have stated that: 


from a psychological viewpoint, it may be more 
accurate to say that while judgment is generally 
an aid to choice, it is neither necessary nor 
sufficient for choice. That is, judgments serve to 
reduce the uncertainty and conflict in choice by 
processes of deliberative reasoning and evalu- 
ation of evidence. (p. 20) 


This perspective suggests that an individual’s be- 
liefs are related to his or her actions. It is proposed 
here that an individual’s final beliefs after examin- 
ing a series of evidence determines the action or 
choice made. Thus, if two auditors evaluate a series 
of mixed evidence in different orders, the belief- 
adjustment model would predict that their terminal 
beliefs will be different (i.e. a recency effect). With 
different terminal beliefs (assumed to be materially 
different), it is hypothesised that the two auditors 
will choose different course of action. In the 
experiments used in the current study, a recency 
effect may lead the auditor-subjects to choose 
different levels of audit testing or different types of 
audit reports when the only difference between the 
auditors was the order in which the evidence was 
received. This might affect the efficiency and effec- 
tiveness of the audit (Ashton and Ashton, 1988). 
The following hypothesis is proposed: 


H,: When complex, mixed evidence is evalu- 
ated sequentially the extent of audit testing 
and audit report choice will be dependent 
on the order of evidence. 


These hypotheses are tested in two experiments: 
one with an audit judgment concerning unrecorded 
accounts payable, the other with a going concern : 
report judgment. Thus, this study is able to exam- 
ine two different types of actions: (1) the extent of 
additional audit testing, and (ii) the likelihood of 
issuing a modified audit report for a going concern 
problem. Two tasks of varying complexity are 
included to test the generalisability of the findings 
(Abdolmohammadi and Wright, 1987). The 
accounts payable task used in Experiment 1 would 
be considered a structured/semi-structured task 
while the audit report task would be considered an 
unstructured task using Abdolmohammadi's 
(1988) taxonomy. 


Experiment 1 


Subjects and Procedure 

The subjects included in Experiment 1 were 
practising staff auditors. Three Big 6 firms were 
contacted and asked to provide subjects with 1 to 
5 years of audit experience. Auditors with-this-level 
of audit experience typically perform'the task used. 


Zo. 
25 
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in this experiment. The instruments were mailed to 
a contact person who distributed them to the 
subjects. The subjects returned the instruments to 
the contact person who forwarded them to the 
researcher. Fifty instruments were returned (70%). 
The average experience of the auditors was 2.5 
years. Only 4 subjects had less than 12 months of 
experience. Nineteen staff, 27 seniors, and 4 
managers participated. 


Task 


The subjects were presented with a basic 
accounts payable case and four pieces of additional 
evidence. The accounts payable scenario was based 
on a case developed from audit practice (Taylor 
and Glezen, 1988, pp. 644—5) and the additional 
evidence was developed from the accounts payable 
scenario used by Tubbs et al. (1990). 

- The subjects were first presented with an 
introductory letter which described the study and 
assured the subjects' anonymity. This was followed 
by the basic case scenario. After reading the 
scenario, the subjects were asked: ‘how likely 
(a number between 0 and 100, where 0 is not very 
likely and 100 is highly likely) is it that accounts 
payable are fairly presented?’. This judgment is S, 
using the notation of the belief-adjustment model. 

The next page contained a list of four audit 
procedures that were planned for the year end and 
the budgeted hours for each procedure. The total 
budgeted hours for the purchasing/accounts 
payable area was also included. The subjects were 
then provided sequentially with four pieces of 
evidence each on a separate page. The evidence 
corresponded to the results for each of the planned 
audit procedures. Two procedures contained 
positive results while the other two procedures 
contained negative results. Áctual hours to com- 
plete each audit procedure was reported with the 
individual pieces of evidence. For positive evidence 
the actual hours equalled budgeted hours, while 
actual hours exceeded budgeted hours by 50% for 
the negative evidence. The budgeted/actual audit 
hours were included to add realism and to increase 
the salience of the positive/negative evidence. After 
each piece of evidence, the subjects were asked to 
provide a likelihood judgment (S, in the model’s 
notation, where k =1 to 4) about whether ac- 





`The strong pieces of positive and negative evidence from the 
Tubbs et al. (1990) study were included in the current exper- 
iment. Based on feedback from the participants in that study, 
additional types of positive and negative evidence were used in 
the current experiment. 

6Ап ANCOVA was also run on the data from both exper- 
iments using S, as the dependent variable and S, as the 
covariate. The ANCOVA would control for any differences in 
the subject's initial beliefs on the case scenario. This analysis for 
the accounts payable scenario using S, as the dependent 
variable showed a moderate significance level (F = 3.31, 
p = 0.075) for order. The results for the going concern scenario 
were identical using both dependent variables: 
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counts payable were fairly presented. The same 
wording and response scale noted above were used 
to elicit the judgments. 

Upon competing the review of all the evidence, 
the subjects were asked to indicate what additional 
audit work, if any, they would conduct and the 
budgeted hours needed to complete the work. The 
page used to record these responses included a 
partial list of additional audit procedures that 
corresponded to the four planned procedures 
{see Appendix A) and space to record audit 
procedures not listed. Lastly, the subjects com- 
pleted a post-experimental questionnaire which 
included a manipulation check of the type of 
evidence included in the task and some demo- 
graphic information. The manipulation check 
asked the subjects 'to evaluate, independently, each 
piece of evidence that was presented by indicating 
whether it was positive or negative evidence in 
terms of supporting the audit assertion that all 
liabilities are properly recorded'. The subjects 
checked whether the evidence was positive or 
negative. The demographic information requested 
years of audit experience, position within the firm, 
and professional certification. 


Design 

The independent variable was order of evidence. 
The four pieces of evidence were presented in one 
of two orders: (++——) or (—— ++). The 
auditors were randomly assigned to one of the two 
orders of evidence. 

Two dependent variables were developed from 
the subjects’ responses. Since this study is con- 
cerned with belief revisions, the first dependent 
variable was the subjects' change in beliefs 
(5, — So). This dependent variable is used to test 
for order effects (H1). The second dependent 
variable was the total budgeted hours for the 
additional audit work proposed by the subjects. 
This dependent variable is used to test whether the 
order of evidence had an impact on the extent of 
audit testing (H2). 


Results 


Before discussing the hypotheses tests, the re- 
sults of the manipulation checks will be presented. 
The subjects were required to check whether the 
evidence was either positive or negative. A total of 
200 (4 responses each x50 subjects) evaluations 
were made. Twenty-eight evaluations (14.096) were 
inconsistent with the planned manipulations. This 
level of violations is higher than expected. A review 
of the subjects’ responses showed that five auditors 
had three or four violations each.’ If these subjects 





TAn examination of the five subjects’ judgments did not 
indicate anything that might suggest that they were different. 
Their average experience level was 2.5 years; the same as that of 
the overall subject pool. 


SPRING 1992 


are removed, only nine violations remain and the 
overall violation rate is reduced to 5.0% (9/180). 
The two positive pieces of evidence had violation 
rates of 8.8% and 4.4%; the two negative pieces of 
evidence showed violation rates of 2.2% and 44%. 
Given the complexity of the case materials and the 
nature of the subsequent evidence presented to the 
subjects those rates are reasonable. The five 
subjects with the three or four violations are 
included in the data analysis reported. The results 
do not differ when these subjects are deleted. 

A one-way ANOVA showed that order of 
evidence was significant (Е = 5.91, p= 0.019). The 
change in.the beliefs of the auditors in the 
(++— —) order was —9.63 and 15.65 in the 
(— — + +) order. Thus, H1 is confirmed. 

H2 was tested in a similar manner. À one-way 
ANOVA using total audit hours? showed that 
order of evidence was not significant (F — 0.38, 
р = 0.541). Auditors in the (----— —) order 
planned 7.82 additional hours of audit work while 
the auditors in the (— — + +) order planned 8.87 
hours. Thus, H2 was not confirmed. 


Experiment 2 


Subjects and Procedure 


The subjects in this experiment included audit 
partners and managers from all of the Big 6 firms. 
Typically, going concern problems are evaluated 
by auditors at such levels within the firm 
(Mutchler, 1984). The instruments were mailed to 
a contact person who distributed them to the 
subjects. The instruments were returned directly to 
the. researcher. Forty-nine instruments were 
returned (62%); 18 partners and 31 managers. The 
average experience of the partners and managers 
was 17.3 and 7.9 years, respectively. 


Task 


The subjects were presented with a set of 
materials concerning a company experiencing 
financial distress. The instrument included a 
detailed set of financial statements, footnotes and 
management’s discussion and analysis of financial 
condition and-results of operations (11 pages in 
total).? The audit report was not included. The 
materials were developed from the financial state- 
ments of a NASDAQ company which had received 
a first-year audit qualification." Four additional 
pieces of evidence were presented. This evidence 





84 MANOVA was also run with five dependent variables; 
one for each of the four additional audit procedures provided 
and another category. The MANOVA did not show a signifi- 
cant effect for order. 

?А copy of the instrument is available from the author. 

The company received a ‘subject to’ report from a Big 8 
audit firm. Under SAS No. 59, this would correspond to a 
modified audit report (ie. unqualified with an explanatory 
paragraph describing the going concern problem). 
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was developed from the company’s annual report 
and represented mitigating (positive) and contrary 
(negative) evidence. The instrument was reviewed 
in depth by two managers from Big 8 firms. Their 
input led to important changes in the case 
materials, particularly with the additional evidence ' 
provided. 

An introductory letter and basic case material 
were presented first. After reading the materials, 
the subjects were asked: ‘how likely is it that the 
Company will continue as a going concern for a 
reasonable period of time, not to exceed one year 
beyond the date of the financial statements being . 
audited’. The subjects were required to place an X? | 
on a 0 (not very likely to continue) to 100 (highly 
likely to continue) scale that was marked in 5-point 
increments. Again this judgment is S, using the 
notation of the belief-adjustment model. 

Then four pieces of evidence were presented 
sequentially, each on a separate page. Each piece 
of evidence contained a substantial amount of 
information about each of the following issues: 


1. A four paragraph description concerning how 
management was cutting costs, discontinuing 
unprofitable products and making successful 
progress on new products. (Mitigating-positive 
evidence). 

2. A one paragraph description of a new President 
and CEO who has a proven record of turning 
around similar companies. He supports the 
measures taken in 1 above and believes the 
company can return to profitability. (Mitigat- 
ing-positive evidence). | 

3. A three paragraph description of a' proposed 
settlement of a major lawsuit which will place 
substantial restrictions on.the company. The 
information indicated that management was 
uncertain whether they could meet the require- · 
ments and still continue to operate. (Contrary- 
negative evidence). 

4. A one paragraph description of the company's 
violation of the covenants of a debt agreement. 
The company's management and legal counsel 
are unable to determine if the debtor will 
enforce payment. Such an action would 
adversely affect the company. (Contrary- 
negative evidence). 


After each piece of evidence, the subjects provided 
a likelihood judgment about the company’s ability 
to continue (S, in the model’s notation, where 
k =1 to 4). The same wording and response scale 
noted above were used to elicit those judgments. 

After responding to all of the evidence, the 
subjects were asked: ‘What is the likelihood that 
you would issue a modified report? · They 
responded by placing an ‘X’ on a scale of 0 
(would definitely not modify report) to 100 
(would definitely modify the report) that was 
marked in S-part increments. The subjects were 
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instructed to assume that SAS Nos. 58 and 59 
(AICPA, 1988a,b) were in effect. A modified report 
was defined as an unqualified opinion with an 
explanatory paragraph describing the problems. 
The subjects also completed a manipulation check 
on their assessment of the evidence. They were 
required to check whether the evidence mitigated 
(positive) or was contrary to (negative) the 
company's ability to continue as a going concern. 
The subjects also were asked to provide the 
amount of time needed to complete the study and 
selected demographic information. On average, 
the auditors spent 45 minutes completing the 
instrument. 


Design 

This experiment used the same design as Exper- 
iment 1. Two dependent variables were developed 
from the subjects’ responses. One dependent vari- 
able was the change in the subjects’ belief revisions 
(5, — Sy). The other dependent variable was the 
subjects’ likelihood judgment about issuing a 
modified report. The analyses of the data were 
identical to Experiment 1. 


Results 


The results of the manipulation checks will be 
presented first. A total of 196 (4 responses 
each x 49 subjects) evaluations were made. 
Twenty-four evaluations (12.296) were inconsistent 
with the planned manipulations. This violation 
rate is higher than expected. A review of the 
subject’s responses showed that four auditors had 
three or four violations." If these subjects are 
removed, the violation rate is reduced to 5.094 
(9/180) with the nine violations relaiing to the 
second piece of positive evidence.? The four sub- 
jects with the three or four violations are included 
in the analyses that follow. Deleting them did not 
change the reported results." 

The results of the ANOVA showed that the 
order variable wassignificant (F — 14.20, p — 0.000). 
The changes in the beliefs for the subjects in the 
(++— —) order was —12.55 and 11.07 in the 
(— — + +) order. Thus, Hl is confirmed. 

The ANOVA using the likelihood of issuing a 
modified report as the dependent variable showed 





"An examination of the four subjects showed they were all 
managers. They had an average experience level of 6.25 years 
which is slightly lower than the overall experience level of the 
manager subjects. 

7Most of the violations for the New President evidence result 
from the subjects indicating that this evidence was viewed as 
neutral. 

PBecause of the possibility that there might be something 
systematic with the subjects that viewed the second piece of 
positive evidence as neutral, an additional analysis was con- 
ducted with these nine subjects deleted. The five subjects with 
three or four violations were also deleted from this analysis. The 
results are similar to those reported. Е 
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that order of evidence was not significant 
(Е = 2.32, р = 0.134). Auditors in the (+ + — —) 
order had a likelihood of issuing a modified report 
of 88.32 while the auditors in the (— — + +) order 
had a mean likelihood of 80.33. Thus, H2 is not 
confirmed. 


Limitations 

The current study has four limitations. First, in 
the discussion leading up to hypothesis 2, it was 
argued that different terminal beliefs should lead to 
different actions or choices. In Experiment 2, the 
dependent variable for testing this hypothesis was 
another likelihood assessment. In retrospect, it 
would have been more appropriate to have used a 
categorical variable (modify/not modify) to 
capture the subjects’ report choice as opposed to a 
likelihood assessment, which is more like a 
judgment. While there are no threshold levels 
established in professional auditing standards, the 
auditors' likelihood judgments for modifying the 
report were very high and not significantly different 
in each order. It seems reasonable to assume that 
the auditors may have issued the same type of 
report (i.e. a modified report for going concern) for 
this company. A study by Asare (1990) provides 
strong support for this statement. He attempted to 
measure the threshold level at which auditors 
would issue a modified report for a going concern. 
Seventy audit partners and managers were asked to 
indicate ‘the probability threshold which would 
signal that there is substantial doubt about the 
entity’s ability to continue in existence and hence 
lead to a modification of the audit report’ (Asare, 
1990). The average threshold was 55.13% 
(standard deviation = 18.09). While there was 
substantial variability in the data, the threshold 
value at the 95th percentile was 82.25% (75th 
percentile = 70.0%). The average likelihood judg- 
ment (across both orders = 83.92) for the auditors 
in the current study was greater than the likelihood 
at the 95% percentile in the Asare (1990) study. 

Second, both experiments were conducted by 
mail and, therefore, complete control could not be 
exercised over the subjects’ movements through the 
experimental instrument. In an attempt to examine 
the possibility that the subjects’ may have ‘looked 
ahead’, their S, through S, judgments were 
plotted. Figure 1 presents the mean subject 
responses by each order of evidence. Based on an 
examination of the plots, it appears that the 
subjects' judgments followed a sequential pattern 
in both experiments. However, it cannot be cer- 
tain that the subjects went through the instrument 
in a sequential fashion. 





МАзаге (1991) tested whether administering a sequential type 
experiment by mail or in person affected his results. He reports 
no difference in the results between the two administrations. 
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Experiment 1: Accounts Payable Case 


70 


81 82 83 84 


O Order2 
О Order 


Sequence of evidence 
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Figure 1 
Plots of Auditors’ Judgments by Sequence of 
Evidence 





Third, there was a higher than expected rate of 
manipulation check errors. This would suggest that 
some subjects may have misinterpreted the in- 
tended signal in the evidence. To the extent that the 
subjects failed to encode the evidence correctly, the 
findings of the study may be limited. 
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Finally, as Tubbs et al. (1990, p.459) point out, 
recency may result from combining evidence that 
is far apart in terms of subjective strength rather 
than the result of combining evidence of different 
signs. Since the subjective strength of the individ- 
ual pieces was not measured, it is not possible to 
determine which of these factors led to recency 
effects. 


Discussion 

The two hypotheses in this study were concerned 
with whether a recency effect occurred when a 
short series of complex, mixed evidence was evalu- 
ated sequentially, and whether this recency effect 
led to different levels of audit testing or report 
formulation. First, HI was confirmed; significant 
recency effects were present in the auditors’ belief 
revisions in both experiments. This finding is con- 
sistent with Asare (1991), Ashton and Ashton 
(1988), Tubbs et al. (1990), and Messier and Tubbs 
(1990). 

Second, H2 was not confirmed in either exper- 
iment. In Experiment 1, the additional audit hours 
planned were not significantly different between 
the two orders of evidence. Similarly, in Exper- 
iment 2, the likelihood of issuing a modified report 
was not significantly different between the two 
conditions. There are several possible explanations 
for this finding. First, it may be that recency effects 
do not result in different actions. The current study 
provides some evidence to support this. However, 
Asare (1991) reports that, in a study similar to 
Experiment 2, the order of evidence did affect the 
report choice. In the current study, the experimen- 
tal company was experiencing greater financial 
stress (Mutchler, 1984) than the company used by 
Asare (1991). Thus, there would be more agree- 
ment in the current study on issuing a modified 
report. A second possibility may be that, in the 
current study, the significant recency effect may not 
have been of a sufficiently substantive difference to 
lead to different actions. An answer to which is the 
correct explanation will have to await further 
research. 

The findings of this study may have significant 
implications for behavioural auditing research and 
audit practice. First, one might view the recency 
effects found here as just another of the many 
potential judgment biases that may affect auditors, 
e.g. anchoring and adjustment, representativeness, 
etc. (Joyce and Biddle, 1981a,b). The current trend 
in the decision-making literature, however, is to 
identify the various task and context variables that 
cause such effects. Identifying such variables will 
allow decision analysts to design decision aids to 
overcome or counteract such effects. The current 
study takes this approach one step further by 
examining whether recency effects lead to different 
actions. If one accepts the arguments about the 
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significant likelihood judgments for a modified 
report leading to the issue of the same final audit 
report (i.e. modified), this study suggests that while 
a recency effect occurs it does not lead to different 
levels of audit testing or report formulation. 

Second, the subjects seemed to have some 
difficulty encoding the audit evidence as positive or 
negative. Similar results occurred in the Tubbs 
et al. (1990) study. This suggests that research is 
needed to examine how evidence is encoded during 
information search. Hogarth and Einhorn (1992) 
discuss this issue in more detail. In auditing, 
Wright and Mock's (1985) contingency view of 
evidence may provide a framework for looking at 
this issue. 
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Segmental Disclosure Practice: 


Thirteen Years On 


Elaine D. Rennie and Clive R. Emmanuel* 


Abstract—In an age of financial disclosure directed by professional standards, the changes in practice voluntarily 
undertaken by companies are sometimes difficult to detect. By focusing on a period prior to the introduction of SSAP 
25, the segmental disclosure issue offers an opportunity to consider whether practice has voluntarily changed. An 
examination of the extent and quality of segmental disclosure, for a specific group of companies over an extended’ 
period, offers an indication of the need for a standard or further regulation. If it can be demonstrated that disclosure 
practice has improved under a primarily self-regulatory framework, the need for a standard like SSAP 25 may be 
questioned. The segmental disclosure practices of the same group of seventy companies are compared for the 
reporting years 1975-6 and 1988-9. Whilst an underlying improvement in respect to business activity disclosure is 
revealed, the same canno: be claimed for geographic segmental disclosure. Not only has the number of companies 
reporting profit by geographic segment declined but also the consistency with other aspects of the annual report has 


reduced. 


Introduction 


Political and market pressures are argued to 
influence voluntary disclosure practice (Watts and 
Zimmerman, 1978). The process is a complex, 
possibly two-way interaction where corporate 
management also seeks to influence these pressures 
by means of the disclosure practice adopted. 
Alternatively, there is the view that managerial 
expectations of the positive effect on share price of 
voluntary disclosure will have an influence (Jensen 
and Meckling, 1976). However, the provision of 
voluntary disclosure is not costless. The additional 
information may cause investors to reduce fore- 
casts of future cash flows or to perceive operating 
risk as increased (Ronen and Livnat, 1981). There 
are also costs associated with the collection, 
processing and preparation of data and the danger 
that voluntary disclosure will place individual 
companies at a competitive disadvantage. The 
costs and benefits of choosing between alternative 
disclosure practices therefore requires management 
judgement to be exercised. 

In respect of segmental disclosure, successive 
British Companies Acts, from 1967 to the present 
time, have embodied the phrase ‘if, in the opinion 
of the directors, the classes of business (or 
geographic markets) do not differ substantially', 
disclosure is not required (Companies Act, 1985, 
Sch. 4, para. 55, 5). This discretion was also 
included in the EC 4th and 7th Directives where 
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if ‘in the opinion of the directors such disclosure 
would be seriously prejudicial to: the interests of 
the reporting entity, that information need not be 
disclosed'. The amount of disaggregated business 
activity and geographic market disclosure is essen- 
tially discretionary. Furthermore, the regulatory 
framework governing disclosure has changed very 
little from 1967 to 1990, when SSAP 25 (ASC, 
1990) on segmental disclosure was introduced. 
By examining corporate disclosure practice in this 
period, an opportunity is presented to see whether 
self regulation has resulted in more information 
becoming available or whether further strengthen- 
ing of the regulatory framework would seem to be 
merited. 


Scope of study 


In attempting to gauge whether self-regulation has 
resulted in improved disclosure, the annual reports 
of seventy UK listed companies for the reporting 
years 1975-6 and 1988-9 are compared. These 
companies are not selected at random but repre- 
sent those which have survived as independent 
legal entities from an earlier study (Emmanuel 
and Gray, 1977). This is a different perspective to 
that taken by the ICAEW’s surveys of published 
accounts (eg. Tonkin and Skerratt, 1988). The 
intention, by concentrating on the same group 
of companies, is to uncover any tendency of man- 
agement inertia, possibly influenced by corporate 
culture, which relates to disclosure practice. 

The comparison encompasses the amount of 
segmental disclosure given and its quality. This 
second aspect is determined by consulting other 
parts of each individual company’s annual report 
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to discover if business activity and geographic 
market segments are consistently identified. In 
particular, the Chairman's Review, Directors' 
Report and listing of subsidiaries are examined. 
For business activity segments, consistency with 
the UK standard industrial classification (SIC) 
is also checked as part of the exercise to gauge 
quality. Whilst the regulatory framework makes 
no mention of the quality of disclosure, it is 
clear that the spirit of the legal requirements is 
to indicate to interested parties the distinct oper- 
ations of large commercial enterprises in a clear 
manner. Identifying segments on a different basis 
in different parts of the annual accounts and 
report appears to contradict this intention. An 
improvement in practice may therefore be recog- 
nised as more companies comply with the legal 
disclosure requirements and the basis of reporting 
is consistent with other disaggregated data and 
commentary found in the annual accounts and 
report. 


Research method 


From 1967 to 1990, segmental disclosure require- 
ments changed remarkably little. The Companies 
Act 1967 (S. 17) required turnover and profit 
or loss before taxation for each separate business 
activity to be shown. The stock exchange listing 
agreement in 1977 required companies to provide 
both turnover and profit data by geographic seg- 
ment where these were material. The embodiment 
of the EC Directives within the Companies Acts 
did nothing to extend these requirements save to 
make them subject to audit opinion. In fact, profit 
by geographic segment remained a requirement of 
the stock exchange and not a legal requirement. 
Hence, any changes in the required amount 
of segmental data to be disclosed is more 
apparent than real for listed UK companies over 
this time. 

In terms of measuring quality, the SIC was 
revised in 1980 which renders comparison with 
the 1975-6 data difficult. The 1988—9 disclosure 
practice is matched with the SIC currently in force 
in an attempt to indicate a changing trend over the 
time period. 


Table 1 
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Perhaps of greater significance are the fortunes 
of the companies whose disclosure practices were 
examined in 1975—78. Originally the sample repre- . 
sented the 100 largest quoted industrial companies 
ranked by turnover in The Times 1000. Of the 100 
companies sampled in the 1977 study, 30 have now 
been acquired, merged or no longer exist. These 
are excluded from the present study because the . 
new corporate forms and combinations with the 
accompanying changes in accounting policies may 
impair comparability over time. Therefore, 70 of 
the original companies of the earlier study form the 
basis of the current investigation. In order to make 
a true comparison, the original survey's findings 
were reworked to include the same 70 companies. 
Some difficulties persist: for example, only 54 are 
still in the 100 largest quoted industrial companies 
ranked by turnover in The Times 1000 for 1988/89. 
The remaining 16 appear in the top 250. 

In terms of the ICAEW's annual surveys of the 
published accounts, these 16 companies are classi- 
fied as ‘medium listed’ by the size of sales turnover. 
Successive surveys have indicated a marked differ- 
ence in disclosure between large and medium listed 
companies in reporting geographic segment turn- 
over and profit and loss data (Table 1). However, 
further comparison with the surveys seems in- 
appropriate given the changes in the sample 
companies which commenced in 1982-3. Prior to 
that time, the intention was to include the same 
companies each year in the analysis to provide 
stability in the estimation of disclosure trends. 
After 1982-3, the surveys adopted a stratified . 
sample which indicated the different practices of 
large and medium listed companies and large 
unlisted companies. The same companies may not 
be included in the survey each year or may not 
appear under the same classification each year. 
Based on the proposition that size of company and 
reporting behaviour may be related, this approach 
seems entirely appropriate. However, the stratified 
sample is not likely to indicate whether the same 
group of companies adopt the same or different 
disclosure practices over time. This study is con- 
cerned with the question of management inertia or 
corporate culture having an influence on segmental 
disclosure, regardless of changes in the size of turn- 


Geographic Activity: Segmental Disclosure 


Our Data 
1988/89 


Number of companies 70 


Turnover 
Profit 


57 (8196) 
31 (4694) 





Institute Survey 
1988/89 
Medium 
Listed 


150 
93 (6494) 
30 (2094) 


Large 
Listed 
100 
89 (89%) 
57 (57%) 
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over of the sample companies. In an unchanged 
regulatory framework which gives significant dis- 
cretion to management to choose alternative dis- 
closure forms, concentration on the same sample 
of companies seems more useful as a means of 
detecting voluntary changes in practice. 

When examining segmental disclosure, the 
audited information is used in the current study 
which was not the case in the earlier study; that 
principally used the information disclosed in the 
Directors' Report. Comparing the consistency of 
the segmental disclosure with other information 
contained in the annual report and using this as a 
measure of quality is more problematic. Subjectiv- 
ity is unavoidable, but the guidelines as established 
in the earlier study (Emmanuel and Gray, 1977, 
pp. 39—40) were followed as closely as possible. 
The SIC codes at the one-digit level and their 
near equivalent level of disaggregation (following 
the revision of 1980) were applied to all business 
activity segments. Again judgement was needed in 
determining the number of codes thought to be 
appropriate in individual cases. 

The test of statistical significance uses Chi- 
square (at the 0.05 level) and the test of Concord- 
ance where appropriate. When it is necessary, data 
are meaningfully grouped in one cell in order that 
the tests can be conducted. 


Findings 
These will be presented by business activity, 


disclosure and quality, and then.by geographic 
activity, disclosure and quality. 


Business Activity 


Table 2 indicates business activity disclosure 
relating to segment turnover and profit. Applying 
the Chi-square test to the data indicates no change 
in the level of disclosure at the predetermined 
significance level. Comparison with the ICAEW 
survey data reveals that of the 100 large listed 
companies, 89% disclosed turnover by activity 
and 86% profit by activity (for the 150 medium 


Table 2 
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listed companies, 65% and 59% respectively). 
A significant minority of the companies sampled 
continue not to disclose segmental data. The 
justification. for these companies is examined 
next in conjunction with the quality of the dis- 
closure given. The analysis of quality centres on 
the degree of consistency between the business 
activities reported and the supplementary inform- 
ation found in the individual company's annual 
report. 

The earlier study made use of the Chairman's 
Review, Directors’ Report, listing of subsidiaries 
and other data. This approach is followed in the 
current study. Tables 3 and 4 indicate the results. 
Consistency between the segmental disclosure and: 
other parts of the annual report seems to have 
improved. The same trend is apparent whether . 
the point of comparison is the Directors’ Report 
or Chairman's Review and the grouping of 
subsidiaries. This trend is confirmed by the Chi- 
square tests (y7=8.5 and 8.6, respectively, 
for Tables 3 and 4). 

The general impression is of improved disclosure 
practice but there are a few persistent non- 
disclosers which merit some attention. Whilst the 
number of non-disclosers seems to have declined, 
these companies continue to display and refer to 
information about separate business activities in 
other sections of the annual report. The justifica- 
tion that these companies operate in only a single 
class of business seems appropriate in only a very 
small number of cases and virtually all others seem 
to be in breach of the legal disclosure requirements 
(Table 5). If a trend can be discerned, it is from 
no information being available to inconsistent 
information being shown. 

An alternative method of gauging consistency is 
to compare the business activities identified in the 
segment report with those provided by an external 
classification scheme, such as the UK Standard 
Industrial Classification. This might suggest that 
the sample companies have identified the reported 
business segments with an inter-company or intra- 
industry comparison in mind. 


Business Activity: Segmental Disclosure 


Survey 1975/76 


Full analysis 

(turnover and profit) 
Partial analysis 

(turnover only) 
Partial analysis 

(profit only) 


Analysis provided 
No analysis provided 





Survey 1988/89 


52 (74%) 57 (8294) 


4 (6%) 1 (1%) 


58 (83%) 
12 (1794) 


70 


1 (199) 


57 (81%) 
13 (19%) 


70 
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Table 5 
Business Activity: Consistency of Single Class of Business Disclosure with 
Supplementary Disclosure about the Company's Organisation contained in: 
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(a) Chairman's Review/Directors’ Report 


Not 
consistent 
11 (85%) 
11 (9296) — 12 


Consistent 
1975/76 


1988/89 1 (876) 


No Total 
information companies 
2 (1594) 13 


(b) Grouping of Subsidiaries 


Not 
consistent 
5 (38%) 
7 (5994) 


Consistent 
1(8%) 
1(8%) 


1975/76 
1988/89 


Since the earlier study, the Central Statistical 
Office has revised the SIC to consist now of 
divisions, classes, groups and activity headings. By 
contrast, the 1968 SIC consisted of 27 one-digit 
orders and more numerous three-digit number 
classifications. The present study matches business 
activity disclosure with SIC classes and therefore is 
not directly comparable with the earlier one-digit 
test of consistency. Nevertheless, the results shown 
in Table 6 suggest that the compatibility between 
the reported business segments and the SIC do not 
seem to have changed over time. This may be an 
erroneous interpretation due to the fact that the 
SIC classes base is somewhat more detailed than 
the former SIC one-digit order base. Applying a 
test of Concordance to the earlier survey data 
reveals a statistically significant association 
(W = 0.648) between the level of consistency and 
the level of analysis provided by companies. This 
association is significantly stronger when applied 
to the 1988/89 survey data (W = 0.808). 

Taking the results of the business activity dis- 
closure overall, a trend towards improved quality 
and extent of segmental data disclosure is detected 
for this group of companies. However, the number 
of non-disclosers has not changed and the justifica- 
tion for non-disclosure appears difficult to uphold, 
given the supplementary data found elsewhere in 
the annual report. 


Geographic Activity 

With regard to the extent of geographic segmen- 
tal disclosure, a surprising finding of the current 
survev is that fewer companies appear to comply 
with the legal requirements. Table 7 shows that 
the number of companies disclosing both turnover 
and profit on a geographical basis has decreased 
dramatically, as confirmed by the Chi-square test 
(x? = 22.4, level of significance 0.01). The 1988-89 
study may understate the extent of disclosure 
when only the audited accounts or notes to the 
accounts are explored. However, when the full 
report is scanned, the comparative figures are full 





No Total 
information companies 
7 (5494) 13 
4 (3394) 12 


analysis, 38 (61%); partial analysis of turnover 
only, 23 (3796); and partial analysis profit only, 1 
(2%). The number of companies not providing any 
analysis falls to six. Although disclosure in the 
complete report is greater than in the accounts or 
notes to the accounts, the figures have still fallen 
since the earlier 1975-6 study was conducted. 
When the current study's findings are compared 
with those of the 1988-89 Institute Survey, the 
similarity with large listed companies is apparent. 
The disparity with medium listed companies 
reporting practices is also evident. This finding 
suggests that, whilst the size of the original sample 
of companies has changed, the extent of segment 
reporting practice has not altered proportionately. 
It should be noted that the ICAEW"'s survey bases 
the calculations on the total sample of companies 
providing geographic data disclosure and the 
present survey's data have followed this procedure 
in Table 7. 

Further analysis reveals that changes have 
occurred in identifying the geographic segment 
reported (see Table 8). Over time it can be seen that 
analysis by country or continent only and of 
UK/overseas analysis only has apparently declined 
at the expense of a mixed analysis presentation. 
The significance of this change is confirmed by the 
Chi-square test, and suggests that more companies 
are identifying geographical segments by means 
of a combination of continent and country 
(x? = 10.9, level of significance 0.01). This trend is 
mainly influenced by those companies providing a 
partial analysis. | 

In order to gauge the quality of the geographic 
segment disclosure, a similar exercise to that 
undertaken in the business activity section is 
developed here. Tables 9 and 10 compare the 
consistency of the geographic segment identified 
and supplementary information found in the 
annual report. No distinct improvement between 
the consistency of the geographic segment dis- 
closure and the Chairman's Review or Directors' 
Report is apparent. However, comparison with 
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the grouping of subsidiaries over the same period 
indicates a dramatic increase in consistency. The 
significance of this result is confirmed by the Chi- 
square test (y? — 8.5, level of significance 0.05). In 
both instances, however, the number of companies 
providing no information has increased. Of course, 
these findings have to be handled with caution 
because judgment is required in assessing consist- 
ency. 

Overall, the extent of geographic segment dis- 
closure seems to have declined in the period. In 
particular, profit before tax identified by distinct 
geographic segments is provided by fewer com- 
panies than was the case thirteen years ago. The 
quality of geographic segment disclosure seems to 
have changed most markedly in respect of im- 
proved consistency with the listing of subsidiaries. 
A tendency to report segments by a mix of country 
and continent is also apparent. Perhaps the most 
disquieting finding relates to the increase in non- 
disclesers in this sample of companies. Some 14% 
of campanies failed to provide any information 
when the annual reports specifically mentioned 
overseas operations. 

One plausible explanation for the changes in the 
extent of disclosure may relate to corporate practice 
following the letter of the law, that is, providing 
only липомег by geographic segment because it is a 
stated requirement. However, this does not explain 
non-disclosure of any geographic segment data. 


58 (100%) 


companies 


12 (21%) 


information 


consistent 
24 (41%) 


22 (38%) 


Consistent 


67 (10096) 


companies 


Conclusions 


The comparison of the extent and quality of 
segmental disclosure over this thirteen year period 
reveals two potentially conflicting trends. The 
analysis in respect of business activity indicates 
an improvement in the quality of segmental dis- 
closure, with the amount of data provided un- 
changed. A number of companies (19% in 1975/6 
and 17% in 1988/9) persist in providing no dis- 
closure even though this appears inconsistent 
with other supplementary information found in. 
the annual report or with an external yardstick 
such as the SIC classes. The analysis of geographic 
segment disclosure indicates a diverging trend in 
that the extent of the disclosure of geographic 
profit has declined and quality as measured by 
consistency has either improved (comparison 
with listing of subsidiaries) or remained the same 
(comparison with Chairman's Review/Directors' 
Report). Again, there is evidence of an increasing 
minority of companies providing no analysis of 
geographic activities or markets. This is an import- 
ant consideration given recent findings that geo- 
graphic segment disclosure can improve predictive 
аб у (Balakrishnan er al., 1990). Using a sample 


22 (33%) 


information 


consistent 
34 (51%) 


11 (16%) 


Consistent 


(turnover and profit) 
(turnover or profit only) 


Partial analysis 
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Full analysis 

Analysis provided 

No overseas operations 
No analysis provided 
Total companies 


Table 10 


of annual income and turnover improved when 
geographic segment data are used. 





of 89 US companies, it was found that predictions -- 
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Satisfactory explanations of these UK findings 
are difficult. There is evidence that, for this group 
of companies, business activity disclosure has 
improved under a voluntary, self-regulated frame- 
work. This would appear to support the Jensen 
and Meckling or Watts and Zimmerman views. 
In contrast, these same companies appear merely 
to comply with the legal requirement relating to 
geographic disclosure. The effectiveness of the 
stock exchange listing agreement to secure profit 
or loss data by geographic segment appears 
limited. It can be argued that managerial discretion 
has been exercised to reduce the extent of 
segmental disclosure. 

When it is recognised that geographic segment 
results are more susceptible to non-controllable 
events, such as foreign currency exchange trans- 
lation gains or losses, this disclosure behaviour 
may accord with several theoretical explanations. 
The apparent instability of individual geographic 
segment results may adversely affect investors' 
perceptions of future cash flows. Voluntary dis- 
closure could have a negative effect on share prices 
(Jensen and Meckling, 1976). Also, the investor's 
perception of risk may increase, possibly misguid- 
edly, on the basis of comparing one year's results 
with another (Ronen and Livnat, 1981). Finally, 
discretionary disclosure of geographic segment re- 
sults may provide competitors with an insight into 
the reporting company's vulnerability in particular 
locations. The importance of this last argument is 
difficult to uphold. This study suggests that, when 
identifying geographic segments, managements of 
the companies in the sample have exercised dis- 
cretion differently compared to thirteen years ago. 
A trend towards a combination of country and 
continent segments is discernible, compared to the 
earlier findings. The competitive disadvantage 
argument ignores that there are also many other 
sources' of information such as trade journals, 
analysts” reports, industry statistics, etc, which can 
give a more up-to-date indication of geographic 
segment performance than annual reports and 
accounts. 

On balance it is the perception of risk return 
or, more precisely, the management's ability to 
influence this perception which appears to offer the 
more plausible explanation. Management inertia 
does not appear to play a significant role in deter- 
mining geographic segment disclosure. Thus, in 
this respect, the need for further regulation, and 
not to rely on voluntary improvements in practice, 
can be upheld. Of course, there is a further explan- 
ation for the changes in disclosure practice found 
in this study. With a reduction in relative size of 
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some of the sample companies, geographic seg- 
ment results might no longer have been material or 
significant. However, this is not the case: of the 
sixteen companies outside the Times 100 but within 
the 250 largest UK enterprises, the smallest dis- 
closed total geographic segment turnover, outside 
the UK, of 2895. 

Unfortunately, SSAP 25 on segmental disclosure 
does nothing to reduce managerial discretion. 
The adoption of the ‘10% rule’ allows corporate 
management to identify segments which at least 
meet this materiality criterion in terms of total 
company turnover, profits or net assets. The dis- 
cretion to combine especially geographic segments 
into reportable sub-units which comprise 20% or 
30% or 40% remains unaffected. However, the 
requirement to give reasons for non-disclosure may 
moderate the worst examples of this practice. Per- 
haps, in another thirteen years, it will be apparent 
that the extent and quality of segmental disclosure 
practices will have improved significantly. 

Whilst not large, the sample provides some 
indication of changed practices for the same group 
of companies over time and, perhaps, an indication 
of how burdensome SSAP 25 may be perceived to 
be by British companies. There is some evidence 
to uphold the introduction of further regulation 
because voluntary practice in terms of geographic 
disclosure has not improved. One conclusion 
appears to be unquestionable: the variety of dis- 
closure practice first recognised some thirteen years 
ago continues to exist. 
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Abstract —Conventional constant-value journal entries are an awkward tool for recording changes in value that occur 
continuously over time. This paper describes a simple extension to computer-based double-entry accounting, called 
Formula Accounting, that enables time-varying asset and liability values to be modelled as easily as conventional 
journal entries model discrete events. In a Formula Accounting general ledger system, constant values in journal 
entries and ledger account balances are replaced by formulae like those in spreadsheets. Whenever a balance is 
displayed on a computer screen or in a report, the computer simply evaluates the formula and displays the number. 
The main advantage of Formula Accounting over conventional constant-journal-entry accounting is its potential 
for lowering the cost of incorporating current values into the accounts. It might therefore be used advantageously 
for mark-to-market accounting or for any form of inflation accounting. 


‘Introduction 


The many conflicting objectives that have been 
advanced for accounting (e.g. Edwards and Bell, 
1961; Chambers, 1966; AICPA, 1973; Шп, 1975; 
and Watts and Zimmerman, 1986) may be recon- 
ciled by suggesting that accounting as we know it 
has evolved as a set of cost-efficient techniques for 
generating numbers for (i) management decision- 
making, (ii) stewardship reporting, (iii) enforcing 
many different contracts, and (iv) measuring, with 
error, the change in wealth of a firm over time. Of 
these four objectives, the fourth, income measure- 
ment, is probably the most difficult to achieve. The 
problem is to find a system of income measurement 
that is cost-effective, consistent with objectives (1) 
to (iii), provides adequate safeguards against 
opportunistic behaviour by the preparers of the 
information, measures the change in economic 
wealth as completely as possible, and minimises 
error. 

Starting from this perspective, the question that 
motivated this study was: 


Could computer technology be used to achieve 
better wealth measurement, at reasonable cost, 
without compromising objectives (i) to (iii)? 


In this context, *better' wealth measurement is 
defined as any system of accounting that allows 
changing asset and liability values, and/or the 
changing purchasing power of the unit of account, 
to be reflected in the accounts. One of the ‘better’ 
systems of computer-based accounting that 
emerged in the course of trying to answer this 
question is a bookkeeping system that shows 





*The author is a senior lecturer in the Department of 
Accounting and Finance, University of Melbourne. He thanks 
Professors Е. К. Wright and К. E. С. Nicol and, particularly, 
the anonymous referees for their patience and helpful comments 
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considerable promise for ‘mark-to-market’ ac- 
counting (Kirk, 1991) or, more generally, for 
inflation accounting (Baxter, 1984; Tweedie and 
Whittington, 1984). The system uses spreadsheet 
like formulae instead of numbers in journal entries 
and ledger account balances, and is therefore called 
Formula Accounting. The purpose of this paper is 
to illustrate the fundamentals of Formula 
Accounting, to show that it is entirely consistent 
with conventional bookkeeping, and to discuss its 
advantages over what might be called the 
‘constant-value journal-entry’ bookkeeping sys- 
tems in worldwide use today. 

As a simple example of Formula Accounting 
(FA), suppose that a share trader purchased 500 
shares for £1,000 at a time when the stock-market 
price, p, is £2. The debit to the Shares account in 
FA is recorded not as 1,000, but as 500*p. (Corre- 
sponding credit entries to, say, Accounts Payable 
and Unrealised Gains accounts that add up to 
500*p are also needed, but these may be ignored 
for the present.) As p changes over time, the 
balance of the Shares account will change auto- 
matically. For instance, if p doubles to 4, the 
account balance will be 500*4 = £2,000. If the 
computer-based ledger system is connected via a 
telecommunications line to the stock market, the 
balance of the Shares account will always be 
*marked to market'. 

By replacing constant-value journal entries and 
account balances with formulae like those in 
spreadsheets, Formula Accounting enables con- 
tinuously changing asset and liability values to be 
modelled as easily as conventional journal entries 
model discrete events. Whenever an account bal- 
ance is displayed on a computer screen or in a 
report, the computer simply evaluates the formula 
and displays the number. This is analogous to.the 
way spreadsheet systems contain formulae in vari- 
ous cells, but display numbers on screens and 
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Figure 1 
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Historical Cost Formula Accounting for a Fixed Asset 


Data: 


On day d), a fixed asset is acquired for £a. The asset's expected life is n years and its 


residual value is expected to be zero. Straight-line depreciation is considered appropri- 
ate. The end of the first financial year after asset acquisition is day d,, (d, — ф)< —365 
days. The end of the next financial year is d. 


Formula Accounting Journal Entries 


Asset 

Cr Bank 

Depreciation Expense 

Cr Accumulated Depreciation 


Profit and Loss 
Cr Depreciation Expense 


Profit and Loss 
Cr Depreciation Expense 


reports. Ledger account balance formulae may be 
defined to depend on any well-defined independent 
variable(s). In the previous example, the single 
independent variable was the price of a share on 
the stock market. In other cases it can be the time 
since an asset or liability was acquired, a foreign 
currency exchange rate, the balance of some other 
ledger account, a general or specific price index, the 
market interest rate for securities of a given risk 
and duration, or the number of units produced by 
a machine. All these independent variables change 
in value over time. 


Formulae based on time 


This section and the two that follow present some 
simple examples of FA for historical cost (HC) 
accounting. Assume that a fixed asset is acquired 
as described at the top of Figure 1. The notation 
used in this and subsequent examples is that, if x 
is a variable, then x, (e.g. Ху, х, X2,-..) represents 
the value of x at the time t (e.g. t —0,1,2,...) 
when the journal entry is made. In the example in 
Figure 1, journal entries are needed on the date of 
acquisition of the asset and at the end of each 
financial year. At those times, variable d takes 
values d, d, and d,, respectively. 

In HC/GAAP accounting the appropriate jour- 
nal entries to record the transaction are shown in 
Figure 1 as lines 1.1 to 1.4. When these entries are 
posted to the FA general ledger as formulae, not 
money amounts, all symbols except d, the variable 
representing 'today', will have numerical values. 
Lines 1.1 and 1.2 are entirely conventional. Lines 
1.3 and 1.4 would save the average large firm 12 or 
13 postings of ‘monthly’ standing depreciation 
journal entries each year. If a — 36,500 and n —10 





a 


a/Q65*n)y(d —d). 
a[Q65*)d — d) 


aj/(365*n)*(d, — dy) 
aj[(365*n)*(d, — do) 


a[(365*)*(d, — d,) 
aj(365*n)*(d, — dj) 


years, the formulae debited and credited in lines 1.3 
and 1.4 would both be 10*(d — d,). Whenever the 
compuier is asked to display the balance in either 
account, it obtains the date from its system 
memory, evaluates the formula, and displays the 
result on the screen. If d and d, are treated as 
integers, the balances would be constant for the 
whole day. E | 

Four points about the formulae in lines 1.3 and 
1.4 shculd be noted. First, if time were measured 
in morths, not days, the balances would be con- 
stant for the whole month. Such details of presen- 
tation are just a matter of user preference. Second, 
the values of the formulae in lines 1.3 and 1.4 
should not be allowed to exceed the cost of the 
asset.. In Lotus 123 this condition could be ex- 
pressed by either of the two following functions: 


@IF ((d — dj) < —365*n, 
a/(365*n)*(d — dj), a) 
@MIN (a/(365*n)*(d — d;), а) 


To kzep the examples simple, functions like @IF 
and (g) MIN are not shown in the equations in this 
paper. Third, it should be apparent that more 
complex formulae could be used for accelerated 
depreciation, for dealing with leap years, and so 
on. Fourth, no matter what value variable d takes 
in future, the journal entry balances: debits will 
always equal credits, just as they do for conven- 
tional journal entries. 

Suppose the firm closes its expense accounts 
annually. The first time this happens after acquir- 
ing the above asset is on day 4, where 
(4 — ф) < —365. The second time is another year 
later, on day d}. How is this ‘closing’ of expense 
accounts implemented in FA? The answer is shown 
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in journal entry lines 1.5 to 1.8. Note that all 
symbols in equations 1.5 to 1.8 represent constants. 
To post these constants to the ledger, one 
just modifies the constant part of the formula 
already recorded there. For instance, after posting 
1.3 and 1.6, the debit balance in Depreciation 
Expense is: 


Balance = a2/(365*n)*(d — d) 
(line) (.3) 


— a[(365*n)* (d, — dy) 
(1.6) 


—a[(365*n)*(d — d,). 


After posting 1.8, the debit balance will be 
a[(365*n)*(d — d,). This pattern repeats itself 
year after year until the asset is sold or is fully 
written off. Sale of this asset will be considered 
shortly, in Figure 3. Note that the Deprecia- 
tion Expense account is not ‘closed’ in the 
conventional sense that if the account were 
deleted the ledger would stay in balance into the 
future. On day d, when journal entry 1.6 is posted 
to the account, the balance in the account will 
evaluate to zero. However, on the next day the 
account balance will have risen to show one day's 
depreciation expense. Thus it might be more 
correct to talk of end-of-period ‘resetting’ of 
accounts! than ‘closing’ of accounts. An account is 
only really closed when the coefficients of all 
variables, and the constant term, in the account 
balance formula have reduced. to zero? This 
difference between closing and resetting accounts is 
the only conceptual difference of any significance 
between constant-journal-entry and Formula 
Accounting. 

Figure 2 uses Lotus 123 formulae to provide a 
concrete illustration of the journal entries in Figure 
1. Data for the example are given at the top of 
Figure 2. Journal entries 2.1 to 2.6 are a 123 
implementation of journal entries 1.1 to 1.6 in 
Figure 1. In Lotus 123 the integer representation of 
any day (d in Figure 1) is found by evaluating the 
function @int(@now); (now examines the 
computer’s system clock and returns a real 
number; @int converts that real number to an 
integer. On 23 March, 1990, both @int(@now) 
and @date(90,3,23) evaluate to the same number? 
On subsequent days @int(@now) grows by 1 each 
day. Thus depreciation is incremented daily, in 
steps of £10. On 1 January, 1991, when line 2.6 is 
posted to the Depreciation Expense account, that 








'As one resets the trip-meter оп а car. 

?For Depreciation Expense, this is illustrated in journal entry 
line 3.8 below. 

3@date counts days from 1 January, 1900, so @date(90,3,23) 
evaluates to 32,955 days since 1 January, 1900. - 
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account's balance will be: 
Balance = 10*(@int(@now) — @date(90,3,23)) 
(line) (2.3) 


— 10*(@date(91,1,1) — @date(90,3,23)) 
(2.6) 


= 10* @int(@now) — @date(91,1,1)). 


Throughout 1 January, 1991, the above formula 
evaluates to zero. 

The behaviour of the asset’s account balances 
over the first few years of its life is shown in the 
graph in Figure 2. The horizontal axis measures 
time in financial years from 1 January, 1990. The 
balance in the Asset at Cost account (line A on 
the graph) does not change. Accumulated Depreci- 
ation (line B) rises steadily from the date of 
acquisition (i.e. from about 0.25 years into 1990). 
Depreciation Expense (line C) has a saw-tooth 
pattern. During each financial year it rises at the 
same rate as Accumulated Depreciation, but it 
drops to zero at the end of each financial year. 

Finally, to complete the example, suppose 
that sometime in the year after d,, on day d,, the 
asset is sold for £b. Figure 3 shows a set of five 
journal entries to record the sale of asset. Lines 3.1 
and 3.2 are identical in structure to lines 1.5 and 
1.6. They transfer the asset’s current depreciation 
expense to Profit and Loss. Lines 3.3 to 3.8 transfer 
the balance formulae from the three accounts 
involved (i.e. the asset, accumulated depreciation, 
and depreciation expense for this asset) to the Sale 
of Asset account. These entries really do ‘close’ 
these accounts. After posting FA journal entries 
3.3 to 3.10, the final balance of the Sale of Asset 
account (which could have been entered in place of 
the four journal entry lines to Sale of Asset in 
Figure 3) is: 


Balance = a — a/(365*n)*(d — d) 


(line) (33) (3.6) 
+a)(365*n)*(d —d,) —b 
(3.7) (3.10) 
=a — a[(365*n)*(d, — dy) — b. 


This is just the cost of the asset, a, less the 
depreciation since date of purchase at rate 
a/(365*n) per day, less disposal value, b, i.e. it is 
the profit (loss) on sale of the asset. Note that the 
time-dependent variable, d, in this balance has 
cancelled out. As one would demand from such a 
system, after the asset has been sold none of the 
remaining symbols in the formula for the profit 
(loss) is time-dependent. 

Generalising from this first example, any asset or 
liability where the account balance depends pre- 
dictably on the passage of time is a candidate for 
simplification under FA. In such cases the com- 
puter simply interrogates its internal clock at the 
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Figure 2 
A Concrete Example of Figure 1’s Journal Entries 


Data: On 23 March 1990, a company acquires a machine for £36,500. The machine is to be 
depreciated for 10 years using straight-line depreciation with zero residual value. 
Financial year-ends are at 24:00 hours on 31 December 1990, 31 December 1991, etc. 


Lotus 123 Implementation of lines (1.1) through (1.6) from Figure 1 


23 March, 1990(d, ): 

Dr Asset 36,500 (2.1) 
Cr Bank 36,500 (2.2) 

Dr Depreciation Expense 10*(@int(@now) — @date(90,3,23)) (2.3) 
Cr Accum. Depreciation 10*(@int(@now) — @date(90,3,23)) (2.4) 


00:01 hours, 1 January, 1991 (d,): 
Dr Profit and Loss 10*(@date(91,1,1) — @date(90,3,23)) (2.5) 
Cr Depreciation Expense 10*(@date(91,1,1) — @date(90,3,23)) 
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Figure 3 
HC/GAAP Formula Accounting for Sale of Fixed Asset 


Data: Data are the same as in Figure 1. The asset purchased on d, has been depreciated for 
the years ending d, and d}, and is sold on day d, for £b. 


Five FA journal entries for day dy: 
Dr Profit and Loss | aj(365*n)*(d, — а,) (3.1) 
Сг Depreciation Expense aj(365*n)*(d, — d,) (3.2) 
Sale of Asset a (3.3) 
` Cr Asset a (3.4) 
Accumulated Depreciation a[(365*n)*(d — dy) (3.5) 
Cr Sale of Asset a[(365*n)*(d — d,) (3.6) 
Sale of Asset a[(365*n)*(d — d,) (3.7) 
Cr Depreciation Expense aj(365*n)*(d — d,) (3.8) 
Cash b (3.9) 
Cr Sale of Asset b (3.10) 
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start of report generation, then uses that time- 
value when evaluating time-dependent balances for 
its reports. 


Formulae based on current market values 


Accounting standards in many countries, e.g. 
SSAP 20 (ASC, 1983) and SFAS 52 (FASB, 1981), 
require foreign currency monetary assets and 
liabilities to be valued at ‘closing’ exchange rates 
(IASC, 1983, IAS 21 paragraphs 32(a) and 34(a)). 
Figure 4 shows two transactions involving US 
dollars. The gains and losses recognised by line 4.2 
are realised on day d, when the account is paid and 
line 4.5 is posted to the ledger. On that day the 
debit balance in the Foreign Exchange Gain/Loss 
account is: 


Balance = a(x — x9) — a(x — xi) 
(line) (4.2) (4.5) 


=a(x, — Xp). 


If the movement in the exchange rate has been 
unfavourable, this debit balance will be positive, 
ie. a loss will have been realised. 

Again, it is important to note that the two 
journal entries in Figure 4, i.e. lines 4.1 to 4.3, and 
4.4 to 4.6, stay balanced over time. Since the 
exchange rate, x, can fluctuate in quite unpre- 
dictable ways, the only way the journal entries can 
stay balanced over time is if the sum of the debit 
coefficients of variable x in each journal entry 
exactly matches the sum of credits. For instance in 
lines 4.1 to 4.3 the debit and credit coefficients of 
x are both a. So the journal entry will stay in 
balance no matter how much x varies. Where there 
is more than one variable in a journal entry, 
provided debit and credit coefficients of each vari- 
able in each journal entry are equal, the ledger will 
stay in balance over time. 
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Generalising from this second example, account- 
ing for any asset or liability where the account 
balance depends on current market prices is also a 
candidate for simplification under FA. This in- 
cludes shares traded on stock markets, commodities 
like gold, copper or wheat, and liabilities like 
bonds and debentures (where market interest rates 
change). On a practical note, the example above 
assumed on-line access to market prices, but as few 
unrealised revaluations are reported in HC/GAAP 
accounting systems, dial-up access to market 
prices, or even periodic entry of newspaper data, 
might be quite satisfactory for many firms. 


Formulae based on other account balances 


One of the most powerful features of spreadsheet 
programs is the way that a formula in one cell can 
refer to the contents of other cells. Similarly, in a 
FA general ledger system it seems desirable that a 
formula in one account should be able to refer to 
balances of other ledger accounts. Figure 5 illus- 
trates one such application. The mechanism used 
here for referring to the balance of an account is 
to place the account name in single quotes, but any 
other convenient notation would be equally suit- 
able. After posting lines 5.1 and 5.2 the balance of 
the Allowance for Doubtful Debts account will 
always be 5% of the Accounts Receivable account 
balance. At year end the balance in Doubtful 
Debts Expense would be transferred to Profit and 
Loss by lines 5.3 and 5.4, leaving the balance of the 
expense account at the start of the next period as: 


Balance = e; + (“А/С Receivable'*0.05 — ay) 
(line) (5.1) 


— (А/С  Receivable',,*0.05 — а, + е) 
(5.4) 


=(‘A/C Receivable’ 


—‘A/C Receivable’ „„)*0.05 


yie 








= 
Figure 4 
Accounting for a Foreign Currency Liability 
Data: Оп day d,, goods were purchased for US$a. The foreign exchange rate (purchase price) 
for US dollars, x, had value xy on day dą, so that the purchase price in units of the home 
i currency was £a*x,. On day d,, sometime before year end, when the US$a account was 
paid, the exchange rate had value x,. Exchange rates are available to the FA ledger 
system through an on-line telephone link. 
Formula Accounting Journal Entries 
Day dy: 
Dr Inventory а“ 
Пг Foreign Exchange Gain/Loss a*(x — xg) 
Cr Accounts Payable a*x 
Day 4;: 
Dr Accounts Payable a*x 
Cr Foreign Exchange Gain/Loss a*(x — x) 
Cr Bank a*x, 








166 


Figure 5 
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Allowance for Doubtful Debts as 5% of Accounts Receivable 


Data: 


On day d,, the balances of the Allowance for Doubtful Debts and Doubtful Debts 


Expense accounts are a, (credit balance) and e; (debit balance), respectively. From that 
time onwards, the Allowance for Doubtful Debts is to be set to 596 of ше current 


Accounts Receivable balance. 


Formula Accounting Journal Entries 


Day 4: 
Dr Doubtful Debts Expense 
Cr Allowance for Doubtful Debts 


At year end: 
Dr Profit and Loss 
Cr Doubtful Debts Expense 


"АЈС Receivable'*0.05 — a, 
‘A/C Receivable’*0.05 — a, 


(5.1) 
(5.2) 


‘A/C Receivable',,*0.05 — а) +e) 
"АЈС Receivabie',,*0.05 — а) + ey 


(5.3) 
(5.4) 


Note: ‘A/C Receivable’ means ‘the current balance of the Accounts Receivable account’, and ‘A/C 
Receivable’, means the balance of the account at financial year end after &. (The single-quotes- 
around-the-around-name notation is borrowed from the financial modelling package FCS-EPS.) 


i.e. the expense next year will be 5% of the change 
in the Accounts Receivable account balance after 
year end. 

Formulae based on other account balances may 
also be used to automate cost allocations. How- 
ever, care must be exercised when resetting (in 
conventional terminology, ‘closing’) accounts be- 
cause formulae do not transfer account balances 
from one account to another. For instance, one 
could use the following journal entry to allocate 
plant-wide Building Services overhead to Depart- 
ments À and B as follows: 


Dr Overhead, Department A 
*Building Services'*0.6 
Dr Overhead, Department B 
*Building Services'*0.4 
Cr Contra — Building Services 
*Building Services' 
Henceforth, as costs are charged to the 


Building Services account, the balances in the 
two Overhead accounts will correctly reflect their 
share of the costs. In addition, the net balance of 
the Contra account and the Building Services 
account will always equal zero. However, the 
journal entry above does not transfer the balance 
of Building Services to the Department Overhead 
accounts. At the end of the period, the account 
to be reset to zero is the Building Services ac- 
count, not the Overhead accounts for the two 
departments. 


a 





^A Contra account is necessary. Crediting Building Services 
with its own balance would result in what spreadsheet systems 
usually call a circular reference. If the circular reference were 
defined to have meaning (so that the balance in Building 
Services reduced to zero) the two debit entries would also be 
zero, which is not what is intended. 





Inflation accounting 


Figures 1 to 5 show how FA could be used for 
automatic revision of asset and liability values in 
an HC/GAAP system. Since inflation accounting? 
is very much. concerned with asset values that 
change over time, it is another obvious application 
for FA. The inflation accounting method chosen 
for this example is current cost/constant purchas- 
ing power (CC/CPP) accounting. This is an entry- 
value system which, like CCA, values assets and 
liabilities at their opportunity values (Wright, 
1964), or deprival values (Baxter, 1984). However, 
unlke CCA, CC/CPP accounting maintains the 
real purchasing power of capital, not operating 
capacity. CC/CPP accounting is recommended in 
the (non-mandatory) US standard SFAS 89 
(FASB, 1986). Note that if all specific price-level 
indices, s in the example that follows, are set to the 
general price index, g, the formulae reduce to those 
required for constant purchasing power account- 
ing (CPP). Alternatively, if the general price level 
index, g, is set to one, the formulae reduce to those 
required for current-cost accounting (CCA). 

The example in Figure 6 is based on the 
same data as the example in Figure 1, but this 
time CC/CPP accounting is used. In this example, 
the value of the fixed asset is indexed by a specific 
price index series, s, and gains (losses) relative 
to a general inflation index, g, are credited to a 
Holding Gain/Loss account. Since the asset is 
acquired for cash, there are also holding gains 
and losses on the change in the cash balance 
(often called. purchasing power gains and losses) 
to be accounted Гог. To place these in a plausible 








5The term ‘inflation accounting' is used as it is in Tweedie 
and Whittington (1984) to refer to any type of price-change 
accounting. 
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Figure 6 


CC/CPP Formula Accounting for Fixed Assets 


Data: 
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On day d. , a firm is established with £c cash. Soon after, on day dọ, a fixed asset is 


acquired for £a. The asset's expected life is n years and its residual value is expected to 
be zero. Straight-line depreciation is considered appropriate. The end of the first 
financial year after asset acquisition is day d,, (d, — dh) < —365. The end of the next 
financial year is d,. The following are the relevant price index series (all subscripted 


symbols are constants): 


day 


specific prices 1 


5. 
general prices (CPI) 8.1 


Formula Accounting Journal Entries 


Bank 
Holding Gain/Loss 
Cr Capital 


Asset 

Cr Holding Gain/Loss 
Cr Bank . 

Cr Holding Gain/Loss 


Depreciation Expense 
Cr Accumulated Depreciation 


Profit and Loss 
Holding Gain/Loss 
Cr Depreciation Expense 


(6.1) 
(6.2) 
(6.3) 


[4 
c(gig.,— 1) 
c(g/g i) 


а(5/5)) 

а(5/5) — 2] 50) 
а 

a(gígg — 1) 


a(s/s))/(365*n)*(d — d) 
a(s/s,)/(365*n)*(d — dy) 


(6.4) 
(6.5) 
(6.6) 
(6.7) 


(6.8) 
(6.9) 


В,*(2 12) 
B,*(s/s, — 2161) 
By*(s/s;) 


(6.10) 
(6.11) 
(6.12) 


(Where В, is a(s,/s,)/G65*n)*(d, — do), a constant, being the current balance in the Depreciation 


Expense account on day 4.) 
Day d;: 
Dr Profit and Loss 
Dr Holding Gain/Loss 
Cr Depreciation Expense, 


B,*(g/g2) 
B;*(s/s, — 8/8) 
B*(sjs;) 


(6.13) 
(6.14) 
(6.15) 


(Where B, is a(55/55)/(365*n)*(d, — d,), a constant, being the current balance in the Depreciation 


Expense account on day d}. 


context it is assumed initially, with no loss 
of generality, that the business started on day 
d ,, when the owner contributed £c to the 
business. 

In the FA journal entries in Figure 6, line 6.1 
records the cash contributed by the owner. Line 6.3 
records owner's equity, which is indexed by the 


general level of prices. Line 6.2 is the balancing. 


debit; it records the loss of purchasing power 
through holding cash. (In this example, all revalu- 
ations, including gains and losses on monetary 
items, are posted to the one account, a control 
account called Holding Gain/Loss.) Notice that 
the only variable in lines 6.1 to 6.3 is g in lines 6.2 
and 6.3. Values for price indices, g and s, have to 
be supplied to the general ledger system when they 





become available. It is assumed that suitable gov- 
ernment or special index series (e.g. manufacturers' 
price lists for inventory) are available, and that the 
FA ledger system extrapolates from the prior time 
series whenever an index value is needed. À cruder 
alternative to extrapolation would be to use the 
latest index value until the next one became avail- 
able. 

Formula Accounting journal entries 6.4 to 6.9 in 
Figure 6 are the CC/CPP equivalents of lines 1.1 
to 1.4 in the HC/GAAP system (see earlier). It has 
been assumed in framing the FA journal entries 
that prices are rising, with specific price rises, s, 
exceeding general price rises, g. As with the ex- 
change rate example in Figure 4, if the value of a 
formula is negative then debit becomes credit, and 
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vice versa. Lines 6.4 and 6.5 record the fixed asset 
at its current value, and the real holding gain, i.e. 
the gain above the general level of prices, respect- 
ively. Note that line 6.5 is a linear function of both 
5 and g. Lines 6.6 and 6.7 have the opposite effect 
to lines 6.1 and 6.2. If a is greater than c, the firm 
will start making purchasing power gains on net 
monetary liabilities. Lines 6.8 and 6.9 are the 
logical equivalents of 1.3 and 1.4, but now they are 
both functions of s and d, not d alone. 

Already, with this single asset example, the most 
complex account balance formula is that of the 
Holding Gain/Loss account. In CC/CPP account- 
ing, this is the real holding gain/loss, after allowing 
for changes in the general level of prices. The 
formula for the balance, positive for debit, negative 
for credit, is presently as follows: 


Balance = c(g/g..; — 1) — а(5/5) — 8/8) 
(line) (6.2) (6.5) 


—a(g/go — 1) 
(6.7) 


—c(g/g.., — 1) — а(5/5) — 1). 


In this example, the balance simplifies to a 
function of only two variables, s and g. Generalis- 
ing to the multi-asset firm, the Holding Gain/Loss 
account would probably be the most complex to 
evaluate, because it would depend on all the differ- 
ent specific price index series being used in the 
accounting system. 

Lines 6.10 to 6.15 are the CC/CPP equivalents of 
lines 1.5 to 1.8. Line 6.10 transfers day d,’s depre- 
ciation expense figure (a constant) to Profit and 
Loss, then indexes it by the general level of prices. 
Line 6.12 is analogous to line 1.6. After posting it, 
the formula for the Depreciation Expense balance 
will be: 


Balance = a(s/s))/(365*n)*(d — d.) 
(line) (6.8) 


~ a(S, /59)/(365*n)*(d, — dy)*(s/51) 
(6.12) 


= a(s[s)/(365*n)*(d — dı). 


Line 6.11 balances the journal entry. With the 
asset now partly written down, line 6.11 ensures that 
holding gains recorded from day d; onwards will be 
smaller. Lines 6.13 to 6.15 follow exactly the same 
pattern at the end of the second year, on day d. 





‘It is awkward to have to think of negative debits and 
negative credits. As a notation, Debits and Credits seem to 
assume that we are recording things that happened in the past, 
so that the debits and credits always apply to positive numbers. 
However, FA journal entries have to allow for future changes 
in asset values, where the possibility of negative entries is quite 
real. In many cases it may be simpler to frame journal entries 
in terms of plus and minus debit formulae only, and to check 
that journal entries add to zero rather than to check that they 
balance. => 
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The final task before leaving this section is to 
check that all five journal entries in Figure 6 stay 
balanced over time. In lines 6.1 to 6.3, the only 
variable is g, and the debit and credit coefficients 
of g are both c/g_,. So the journal entry will stay 
in balance as g varies. In lines 6.4 to 6.7 the debit . 
and credit coefficients of s are both a/s,, and of g 
are both zero. So the journal entry will stay in 
balance. In lines 6.8 and 6.9 the coefficients of s and 
s*d are obviously equal (the debit and credit 
formulae are identical), so the journal entry will 
stay in balance. In lines 6.10 to 6.12, the debit and 
credit coefficients of s are В. /s;, and of g are zero; 
likewise for lines 6.13 to 6.15. Thus all five journal 
entries in Figure 6 will stay in balance over time. 


Advantages of Formula Accounting over 
Constant-Journal-Entry accounting 


Two advantages of Formula Accounting over 
Constant-Journal-Entry accounting are discussed 
in this section. Before commencing the discussion, 
however, it should be pointed out that Constant- 
Journal-Entry accounting is just a special case of 
Formula Accounting, i.e. Constant-Journal-Entry 
accounting is Formula Accounting with all for- 
mulae restricted to constants. This means that 
none of an accountant's investment in understand- 
ing double-entry bookkeeping is lost in a move 
from Constant-Journal-Entry accounting to For- 
mula Accounting. In addition, software designed 
for FA will work, without modification, with 
conventional Constant-Journal-Entry accounting. 
Moreover, FA imposes no restrictions on the 
accountant; any real world phenomena that can be 
recorded in a conventional accounting system can 
also be recorded in a Formula Accounting system. 

The first advantage of Formula Accounting over 
Constant-Journal-Entry accounting is that it en- 
ables time-varying asset and liability values to be 
modelled with one journal entry rather than many. 
Most firms have some assets or liabilities whose 
values may be expressed as functions of time or 
other independent variables (e.g. market prices, 
price index series, or even other account balances). 
In these cases, one FA journal entry can model 
asset or liability values as they change over time: 
depreciation and amortisation expenses, gains and 
losses, are all calculated automatically. By con- 
trast, Constant-Journal-Entry accounting has to 
issue repeated journal entries, to try to keep up. 

Admittedly, in HC/GAAP accounting this may 
not be much of an advantage. The reason is that 
techniques like standing or periodic journal entries 
(often combined with computerised fixed asset sys- 
tems) have been developed to generate automatic 
constant-value journal entries to model predictable 
changes in ‘value’ over time. However, to anyone 
contemplating mark-to-market accounting, or 
anyone operating in a country like Brazil where 
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Table 1 
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Comparison of Techniques used for Modelling Changing Values in Conventional Constant-Journal-Entry 


Accounting and Formula Accounting 


Constant-Journal-Entry Accounting 


Track changing values of long-lived assets and inter- 
est-bearing liabilities using standing journal entries 
_ for depreciation, amortisation, and interest expense. 


Classify assets as expenses if they are expected to be 
Short-lived, e.g., prepaid rent is usually treated as an 


' expense because it is not worth the effort required to 
treat it as a diminishing-value asset. 


Reject proposals for valuing well-defined classes of 
assets and liabilities (for which market prices are 
readily obtainable) at current values, on the grounds 
that it is too much work to implement such values in 
the accounts. 


In times where general inflation is high, e.g., over 
20% p.a., use piecemeal approaches to coping with 
changes in the general level of prices. 


one is required by law to make general price level 
adjustments for very high rates of inflation, or 
anyone seeking to implement a CC/CPP account- 
ing system like that illustrated in Figure 6, For- 
mula Accounting offers considerable attractions. 
In short, although Figures 1, 2 and 3 focused on 
time-dependent formulae, Formula Accounting 
appears likely to be most useful as a cost-effective 
way of implementing any current value accounting 
system, e.g. mark-to-market accounting or 
inflation accounting. In such systems, the cost of 
collecting the data is not changed, but the cost of 
incorporating the new price information into the 
accounts is potentially much lower. 

The second, more subtle, difference between 
Formula Accounting and conventional Constant- 
Journal-Entry accounting is that Formula 
Accounting has the potential to bring a uniformity 
to asset and liability accounting that has hitherto 
not been possible. Table 1 contrasts some 
conventional constant-journalentry accounting 
treatments of time-varying assets and liabili- 
ties with those possible under Formula Account- 
ing. 

Because of this uniformity, it may be easier to 
teach Formula Accounting to novices than it is to 
teach conventional constant-journal-entry ас- 
counting. Consider two events: (i) payment of 
£1,000 for a computer, and (ii) payment of £1,000 
for the rights to occupy a building, i.e. a rental 
prepayment. Both resources acquired are ac- 
counted for as debits, but the former is usually 
treated as an asset, a ‘good’ thing, and the latter is 
usually treated as an expense, a 'bad' thing. The 
novice must ask ‘Why are these similar events 


Formula Accounting 


When an asset is acquired, use formulae like those in 
Figure 1. Appropriate formulae may also be devel- 
oped for liabilities. 


Record long and short-lived assets the same way: as 
assets. Only their lives are different. 


Build telecommunications links to stock markets, 
foreign exchange markets, and commodities markets 
so that changes in prices are reflected automatically 
in the accounts. і 


Index all values in the ledger, except monetary assets 
and liabilities, to reflect the effect of changes in the 
general level of prices. 





accounted for differently?’; ‘Why is the rental 
payment not recorded as an asset too?. The 
answer is that the accountant preparing the journal 
entry makes an implicit judgement about the effort 
required to capitalise an asset and write it off over 
time, or to expense the item, and possibly write 
part of it back in a balance day adjustment. The 
method of choice is the one that requires less effort, 
ie. the one that is likely to cost less. Formula 
Accounting changes the bookkeeping cost struc- 
ture that an accountant faces in preparing journal 
entries for any asset whose values are expected to 
change over time. In Formula Accounting the 
bookkeeping costs of treating all resources ac- 
quired in any economic exchanges as assets, and 
writing them off over time, are lower. As a result, 
the complex set of rules in the left-hand column of 
Table 1 need no longer be learnt. Moreover, 
students know from their own experience that once 
you buy something its value normally changes over 
its life (land up, cars down, etc). Formula Account- 
ing mirrors this experience, and may therefore be 
easier to learn. 


Implementation of Formula Accounting 


Whilst it would be inappropriate in an introduc- 
tory paper, such as this, to dwell on details of 
implementation, there are two issues that are likely 
to be of general interest. One is the existence of a 
technique called symbolic computation that may 
be used for simplifying the result of posting journal 
entries to ledger account balances. The other is the 
use of ‘local’ spreadsheets for implementing com- 
plex formulae in Formula Accounting. 
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Symbolic. Computation for Simplifying Ledger- 
Account-Balance Formulae. В 

In the HC depreciation example given in Figure 
1, a journal entry formula of —a/(365*n)*(d, — dy) 
was posted to a Depreciation account containing 
a balance of a/(365*n)*(d — d). The system 
deduced that the d, terms cancelled, and calcu- 
lated the new balance in the account as 
a/(365*n)*(d — d,). This is an example of symbolic 
computation. Note that spreadsheet programs 
today do not perform symbolic computation. They 
simply evaluate formulae that someone has keyed 
into a cell, then perform logical tests or do arith- 
metic with the resultant numbers. If spreadsheets 
performed symbolic computation, they would have 
to change the actual formulae stored in spreadsheet 
cells. Symbolic computation becomes very com- 
plex when the formulae involved are conditional. 

Fortunately, techniques for symbolic compu- 
tation have been discussed in the mathematics 
literature for some years, and software products 
for symbolic computation are available in the 
market place. Simon (1990) recently reviewed four 
software products, including the two most widely 
known, Mathematica and Maple, that perform 
symbolic computation. His review indicates that 
Maple (Char, Geddes, Gonnet, Monagan and 
Watt, 1990) is the fastest (in 13 of 15 test problems, 
with solutions coded by the vendors), and prob- 
ably the most powerful, of the four products. 
Maple can perform symbolic summation of series, 
symbolic integration and differentiation (not using 
numerical techniques), symbolic polynomial multi- 
plication and division, etc. There seems little doubt 
that Maple-like data structures could be used 


for representing and simplifying ledger-account- ` 


balance formulae of arbitrary complexity. 


Using a ‘Local’ Spreadsheet to Define Complex 
Journal Entry Formulae 


Reality is not always as simple to model as the 
example formulae used in this paper might suggest. 
For instance, the value of a mortgage liability is 
conceptually just the sum of each of the future cash 
repayments discounted at the appropriate rate. 
These repayments may be laid out in the successive 
rows or columns of a spreadsheet, then discounted 
and summed in a quite straightforward manner. 
But the same relationships are hard to express in 
a formula capable of being typed into a single ceil 
of a spreadsheet. It therefore seems desirable for an 
FA system to support users by enabling them to 
define a spreadsheet ‘local’ to each journal entry 
(e.g. the local: spreadsheet might pop up after 
pressing a function key). A complex formula might 
then be built up using a number of cells in that 
spreadsheet. 

Such a system, with spreadsheets local to each 
journal entry, would add to the complexity of the 
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symbolic computation engine used for posting 
journal entries, and would increase the difficulty of 
ensuring that journal entry formulae balance, but 
it would probably add enormously to the power 
and ease of use of a Formula Accounting system. 
The goal in developing a local spreadsheet system 
would be to reduce the cost to the accountant of 
maintaining a more realistic model of the firm in 
the accounts. 


Summary 


Centuries of use have shown conventional con- 
stant-value journal entries to be a simple, robust 
method for capturing some of the essential charac- 
teristics of economic events. However, constant- 
value journal entries are difficult to use to model 
asset and liability values that change continuously 
over time. Formula Accounting offers accountants 
the chance to model time-varying asset and liability 
values much more simply and directly. In Formula 
Accounting, ledger account balances are stored as 
spreadsheet like formulae. Whenever an account 
balance is to be displayed on a computer screen, or 
in a report, the computer can simply evaluate the 
formula and display a number, as it does with a 
spreadsheet. If formulae are defined in terms of 
time-varying variables, ledger balances will change 
automatically as the underlying variables change. 

To demonstrate how Formula Accounting 
works, this paper has presented a series of four 
examples using different combinations of indepen- 
dent variables. In Figure 1 the independent vari- 
able is time; in Figure 4 it is a market price; in 
Figure 5 it is another account balance. Figure 6 
uses a combination of price indices and time as 
independent variables to implement an inflation 
accounting system. 

At the practical level, a decision to convert from 
a conventional constant-value ledger system to 
Formula Accounting would involve very little risk 
for either software vendors or users. This is be- 
cause conventional constant-value journal entries 
will work, without modification, in a Formula 
Accounting general ledger system. Furthermore, it 
seems likely that techniques developed for sym- 
bolic computation (such as those used in Mathe- 
matica and Maple) could be adapted for use in 
representing journal entry and ledger account bal- 
ance formulae in a Formula Accounting system. 

In terms of the question posed at the start of this 
paper, i.e. whether computer technology could be 
used to achieve 'better' wealth measurement, at 
reasonable cost, without compromising the use of 
accounting numbers for (i) management decision- 
making, (i) stewardship reporting and (iii) 
enforcing many different contracts, the answer 
appears to be *yes'. Although Formula Accounting 
might have some benefits for depreciation and 
amortisation accounting, its main advantage over 
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conventional constant-journal-entry accounting is 
its potential for lowering the cost of incorporating 
current values into the accounts. In the low 
inflation western economies of the early 1990s, it 
might be most usefully applied to mark-to-market 
accounting for any classes of asset or liability 
where well-defined market prices exist. In high- 
inflation economies, it seems likely to lower, signifi- 
cantly, the cost of inflation accounting. 
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Does the Nobes Cycle Exist, and if so, What 


Does it Signify? 


Len Skerratt and Geoffrey Whittington* 


Abstract —This article provides an alternative analysis of the recent evidence provided by Nobes concerning the 
existence of cycles in accounting standard setting. We disagree with Nobes' interpretation on three grounds. (1) We 
do not believe that the theory of the *Nobes Cycle' in accounting standard-setting is specified adequately to explain 
any cyclical behaviour in the degree of standardisation of ASC pronouncements. (2) Nor do we believe that the 
empirical evidence advanced by him justifies the view that the cycles exist in reality. The pattern seems to be 
substantially influenced by ASC's mode of operation and consultative process. (3) The single ‘degree of standard- 
isation' measure adopted by Nobes offers only a very partial view of changes in the quality of corporate reporting 
practice. We argue that the direction of standards and the quality and volume of disclosure are at least as important. 
Judging by the latter, we suggest that the ASC was highly successful. 


Introduction 


Christopher Nobes has argued recently (Nobes, 
1991) that there was a cycle in accounting standard 
setting in the UK during the life of the Accounting 
Standards Committee (ASC). The feature which is 
alleged to exhibit this pattern is the degree of 
standardisation of particular aspects of accounting 
proposed in documents issued by the ASC. It is 
suggested that the cyclical pattern resulted from 
the opposition of two forces: a ‘downward force’, 
opposed to standardisation and led by corporate 
management, and an ‘upward force’ led by senior 
members of the accounting profession. The con- 
clusions drawn from this are (Nobes, 1991, p. 271) 
that ‘no progress is obvious; that is, the ASC did 
not seem to become more successful at resolving 
conflicts, discovering unique answers or imposing 
standard solutions' and that 'the inability of the 
ASC to identify or to state or to enforce the "right" 
answer on various issues led to pressure to replace 
it... 

This proposition is an interesting one, and the 
case is eloquently argued; however, we do not find 
it convincing for the reasons stated below. We 
group our comments under three headings: (i) the 
theory of standardisation cycles, (ii) do standard- 
isation cycles exist and (iii) what might patterns 
in standardisation signify? These are the logical 
components in Nobes' analysis. 





*Len Skerratt is Professor of Accounting and Finance at the 
University of Manchester. Geoffrey Whittington is Price Water- 
house Professor of Financial Accounting, Faculty of Economics 


*— and Politics, University of Cambridge. He is currently engaged 


in research, funded by the ESRC Functioning of Markets 
Initiative, on the regulation of accounting and auditing. 


Theory 


The Nobes theory of cycles (Nobes, 1991, 
pp. 256-6) is that the accounting standard-setting 
process is initiated by an external stimulus, such 
as a piece of legislation or a financial crisis. Econ- 
omists might characterise this in trade cycle theory 
as a random shock. Subsequent developments are 
explained in terms of two opposing forces: the 
standardisers (characterised as 'the independent 
mindedness of individual senior members of the 
profession', supported by government and the 
press) and their opponents (characterised as man- 
agers of firms who wish to retain discretion over 
reporting practices, particularly with respect to 
profit measurement, together with the auditors 
*who serve them"). 

However, it is not clear why this opposition of 
forces should lead to a cycle. In order to explain 
cyclical behaviour, economists have invoked lags 
(which can induce cycles of increasing, decreasing | 
or constant amplitude) and buffers (non-linearities 
or absolute constraints which limit amplitude and 
can cause turning points) Discussion of such 
matters is to be found in any standard account of 
the trade cycle (e.g. Medio, 1987), but it is absent 
from Nobes' paper. 

An alternative explanation of cyclical behaviour 
might be that the external shocks are not random, 
but cyclical (as in ‘sunspot’ theories of the trade 
cycle). A persuasive application of this to account- 
ing is Mumford's analysis of the history of inflation 
accounting standards in the UK (Mumford, 1979), 
which uses the inflation rate as the exogenous 
variable which determines the degree of interest in 
inflation accounting. However, such ideas are not 
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developed in the Nobes paper, which dismisses the 
idea of an exogenous factor on the ground that the 
observed ‘cycles’ did not have a common pattern 
(Nobes, 1991, p. 271). The latter argument is based 
on the assumption of a single factor (the state of 
the economy) common to all standards, but in fact 
there are other exogenous factors, such as changes 
in the tax system, which are of particular relevance 
to particular standards (e.g. deferred taxation in 
the case of tax changes). 

Thus, it is not at all clear why the Nobes theory 
should lead to a cycle rather than, say, a trend in 
the direction of the more powerful cf the opposing 
forces. However, if a cycle were shown empirically 
to exist, it would certainly demand an explanation, 
as in the case of certain long-term cycles which 
have been claimed to exist iri economic activity. 
The remainder of this paper is devoted to our 
doubts about Nobes' empirical evidence for such a 
cycle. . 


Do standardisation cycles exist? 

In order to identify whether the ASC was success- 
ful in narrowing the range of recommended ac- 
counting practice, Nobes measures the degree of 
standardisation contained in the ASC pronounce- 
ments. As he admits, this is measued by а subjec- 
tive process of estimation that obviously limits the 
significance which can be attached to the vertical 
scale of his diagram. For the purpose of this paper, 
we accept his analysis (Nobes 1991, Appendix 2) as 
an indication of the direction of change, which can 
be the subject of non-parametric tests to establish 


Table 1 
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whether there is a pattern compatible with the. 
existence of a cycle. 

Even when taking the standardisation variable 
at face value, we show below that the results 
reported by Nobes do not support his contention 
that there is a cycle in UK accounting standard 
setting. Although he does not give a precise statisti- 
cal specification of. a cycle, we infer from his 
discussion that it involves a systematic pattern of 
serial correlation, since he rejects (p. 271) the 
alternative hypothesis that the observations are 
distributed randomly. This conclusion is founded 
on inspection of the diagrams rather than precise 
statistical analysis. 

A better test would have been to look at the 
sequence of changes recorded in Nobes' five case 
studies. Table 1 provides relevant summary stat- 
istics. Columns 1 to 3 record the aggregate inci- 
dence of changes of each type: 


indicates an increase in the standardis- 
ation level (including the first observation, 
which always represents an increase, in the 
absence of a previous standard); 

‘0’ indicates no change; and 

—' indicates a decrease. 


++? 


There is a remarkable degree of equality between 
the total number of increases and decreases, both 
at the individual standard level and in aggregate. 
If we ignore the small number of ‘no change’ cases 
(which might be regarded as measurement errors 
since no two pronouncements are identical and, 
even if thev are, they will have different degrees 
of standardising authority, e.g. in moving from 


Frequency of increases and decreases in Nobes’ measure of degree of standardisation 


Type of 
change 
Subject 0 — 


`1. Inflation Accounting 
. Research and Development 
. Deferred Tax 
. Merger Accounting 
. Goodwill 


2 
0 
0 
0 
2 
4 


Total . 


Notes: 


Total number 
of events 


Number of 
turning points ` 


Expected number of 
turning points 


10 
3 
6 
5 
6 


30 


1. The source is Nobes (1991), Diagrams 1 to 5 and Appendix 2. 

72. The later developments in R & D (after the break in Figure 2) have been ignored, as they are not 
discussed in the Nobes paper. They would add two zero observations and one turning point. 

3. A turning point is defined as passing through zero. Thus, a sequence +, 0, — or —, 0, + counts 


as only one turning point. · 


4. The expected number of turning points is the probability of a change of sign (0.5) multiplied by 
the number possible (the number of events, less one, since the final event cannot be a turning point). 
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exposure draft to standard), then we can character- 
ise the probability of increase or decrease as 0.5 in 
each case. This does not tell us whether there is a 
cycle, because this would depend on the serial 
correlation of the outcomes. However, if we take 
the Nobes criterion of randomness as the null 
hypothesis, we would expect the sign of any change 
to. be the opposite of the sign of the previous 
change in half of the cases (because the probability 
of the opposite sign is 0.5). The final column of 
Table 1 records the number of turning points in the 
Nobes diagrams, and it will be seen that there are 
14 cases out of a possible 25 (ignoring the final 
observation in each case since this cannot be a 
turning point) which is close to the expected value 
of 12.5 which would be: implied. by a random 
sequence of events. The individual case studies are 
also consistent with randomness, the number of 
turning points being equal to the expected value 
(allowing for rounding) in each case, with the 
single exception of merger accounting, which ex- 
hibits perfect negative serial correlation, rather 
than a cyclical pattern. 

Thus, we conclude that Nobes is wrong to reject 
the null hypothesis of randomness.! There is no 
clear pattern of change in Nobes' measurement of 
standardisation. 





"Whilst we would suggest that our results cannot reject the 
null hypothesis of randomness, it is clear that the result is 
not statistically significant in the usual sense in view of the 
small number of observations in each time series; see for 
example, Siegel (1956, pp. 53 and 252-253). However we would 
argue that our procedure is vastly superior to Nobes' casual 
observation. | 
















Table 2 


Subsequent standard less restrictive 
No subsequent standard (Note 4) 


Total Exposure Drafts considered 


Notes: 
1. The source is as for Table 1. 





rather than a standard. 


4. Includes 1 withdrawn, 2 superseded by new EDs and 2 awaiting 


action. 





Relationship between Exposure Drafts and subsequent Standards 


Subsequent standard more restrictive 
Subsequent standard equally restrictive 


2. The later developments in R & D, if included, would add one case 
where the subsequent standard was equally restrictive. 

3. The definition of a standard includes PSSAP7, which was a provi- 
sional standard, and the Hyde Guidelines, which were widely followed, 
although non-mandatory. The Discussion Paper on Goodwill: is not 
counted as an Exposure Draft, because it preceded an Exposure Draft 
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What might patterns in pronouncements 
signify? 

Are the Observed Changes in Standardisation Better 
Than Cycles? . 


Although we reject Nobes' conclusion оп the 
existence of cycles, the alternative view that the 
changes are random does not seem any less damn- 
ing of the ASC's contribution. Nobes' accusation 
of no progress in the work of the ASC may still 
seem to be sustainable. However, such a view 
would be misleading. There is, in fact, an observ- 
able pattern in the data, when a distinction is made 
between formal SSAPs and preliminary material 
issued for discussion, such as exposure drafts and 
discussion papers. Specifically, this latter material 
tends to be followed by standards which are less 
prescriptive. Furthermore, this is exactly what is to 
be expected from ASC's mode of operation and 
consultation. 

Given that the ASC required the support of its 
constituency, it would have been ill-advised to 
issue a restrictive standard without previously ex- 
posing proposals which were at least as restrictive. 
Furthermore, it is natural to expect that discussion 
would lead to the relaxation of the proposals in the 
exposure draft, to allow for special cases which 
could not have been anticipated at the exposure 
draft stage. Consequently, the observed character 
of ASC's pronouncements is partly the conse- 
quence of its modus operandi. 

Nobes seems to reject this view since he says that 
*.. . the figures do not illustrate the emergence of 
middle-of-the-road consensuses on the issues... 
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but keep on going up and down’ (1991, p. 271). An 
important point which such a view ignores is that, 
by definition, the first observation in each series 
represents an increase in standardisation, and this 
sets the level around which future changes occur. 
The degree of standardisation variable might de- 
cline consistently in relation to the first obser- 
vation, but the final outcome could still represent 
a recommendation which places significant restric- 
tions on reporting practice. 

Table 2 summarises the evidence for this charac- 
terisation of the exposure draft-to-standard tran- 
sition; either the standard is broadly similar to the 
exposure draft (4 cases, including the one which 
was marginally more restrictive) or the standard is 
less restrictive (9 cases). Specifically: 


Ш In only one case (SSAP 15 Revised) was a 
standard assessed as being more prescriptive 
than the exposure draft, and that was arguably 
on a requirement (the preference for the liability 
method of assessing the rate of deferred tax) 
which was likely, at the time, to be income- 
increasing (since corporation tax rates were 
falling) and which was a logical consequence of 
the essentially liberal method embraced by the 
standard (partial provision). 

m In six cases, the standard fcllowing an ex- 
posure draft was less restrictive. 

W Three other exposure drafts in the ‘no sub- 
sequent standard' category could be classified as 
being followed by less restrictive standards: in 
one case (ED35) the existing standard practice 
was withdrawn entirely, and in two others 
(ED14 and ED3) less restrictive standards 
ultimately emerged after the issue of further 
exposure drafts. 

m There are three cases in which the sub- 
sequent standards were very similar to the pre- 
vious exposure drafts. We have suggested earlier 
that it might be possible to differentiate these on 
minor content changes, but the differences 
would not be material: the essential difference is 
in the more binding nature of a standard. 


Other Benchmarks 


In assessing the meaning which may be attached 
to any observed pattern in Nobes’ data, it is 
important to note that his figures are based on a 
single ‘degree of standardisation’ measure, which 
emanates from the concern with narrowing the 
range of recommended practice. We suggest below 
two further dimensions and argue that they are 
likely to be more important, in evaluating the 
ASC’s contribution, than the simplistic one 
adopted by Nobes. 

The first dimension omitted by Nobes is the 
direction in which ASC developed reporting rules. 
An obvious example of this is Nobes’ first case 
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study, inflation accounting. The first two pro- 
nouncements on this, ED8 and PSSAP7, advo- 
cated constant purchasing power accounting 
(general index adjustment), whereas subsequent 
standardisation proposals were all based on cur- 
rent cost accounting (specific index adjustment). 
The standard-setting controversy in this case was 
as much about the form which inflation accounting 
should take as about the degree of standardisation 
with which it should be enforced. A full account of 
this debate, and the complex factors which affected 
its course, will be found in Tweedie and Whitting- 
ton (1984). 

Attempting to improve the measurement pro- 
cedures used in financial reporting is an important 
task for a regulatory body because unregulated 
markets with a large number of traders may find 
it difficult to make such adjustments (Brennan 
1990, p. 727; Lundholm 1991, p. 487; Peasnell, 
Skerratt & Ward 1987, p. 14). Since investors are 
typically concerned with time horizons which are 
shorter than the life of the investment, returns to 
equity are mostly caused by changes in expec- 
tations about future prices, and not by the divi- 
dends received. Consequently, investors have a 
limited interest in long term yields, but focus rather 
upon the beliefs of others, as a guide to the resale 
price of the investment. Moreover, this concern 
with the beliefs (and measurement techniques) of 
others rather than with fundamentals is more 
pronounced, the larger the number of participants 
in the market. The larger the number of traders, 
the less likely that any individual investor will be 
able to influence the market's response to infor- 
mation. Since all investors consider themselves to 
be in the same position, the market mechanism for 
improving the measurement methods in financial 
reports is not clear. 

Of course, the market is known to make its own 
judgment about the interpretation of disclosed 
information; for example, whether or not items 
should be regarded as expenses or as assets. Con- 
sequently, following the arguments of Jensen and 
Meckling (1976), management may have an incen- 
tive to improve the quality of financial reporting. 
However, if this process is to be an effective 
substitute for regulation, then the market must also 
be able adequately to interpret non-disclosure, so 
that there is a sufficient return differential between 
informative and poor disclosers. Even in the 
relatively straightforward situation of voluntarv 
forecast disclosure, recent studies suggest that, bv 
and large, such an environment does not exist. For 
example, the work by Lev & Penman (1990) and 
McNichols (1988) indicates that voluntary disclos- 
ure tends to be the dissemination of good news, 
and that there is little pressure from the market to 
disclose bad news. This is consistent with our . 
analysis above of the incentives which act upon 
individual investors in competitive investment 
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markets. It is therefore doubtful whether unregu- 
lated markets, by themselves, can ensure adequate 
measurement rules, especially with respect to the 
detailed aspects of reporting tackled by the ASC. 

This argument also supports the view that the 
second dimension in which the impact of the ASC 
Should be measured is the quality and volume of 
disclosure. The basic idea, which underpins a 
substantial research literature, is that the ‘econ- 
omic reality' of the corporation is so complicated 
and varied that investors are unlikely to be ade- 
quately informed merely by the operation of a 
closely defined measurement process. Therefore 
companies should be encouraged to make full 
disclosures to increase the fairness of exchange 
markets and to allow investors to make informed 
investment decisions; see for example, Sorter 
(1969) and Beaver (1989, p. 162). Given that this 
is such an important school of accounting thought, 
it is surprising that no mention is made of it in 
Nobes (1991). This omission is compounded by the 
fact that the ASC's contribution has already been 
evaluated in this way. The extensive review by 
Hanson (1989) suggests that there has been sub- 
stantial and widespread improvement in corporate 
disclosure practice during the life of the ASC. 

In order to illustrate the weakness of Nobes' 
framework, consider his Figure 2, depicting an 
obvious downward movement in standardisation 
from ED14 to SSAP13 (Revised). This would seem 
to indicate a clear case of regulation failure. How- 
ever, the evidence from another perspective 
suggests that very different conclusions should be 
drawn. Firstly, Hanson (1989, Table 20, p. 58) 
reports that the percentage of top 100 UK compa- 
nies with R&D activity which failed to state their 
accounting policy fell from 98% in 1968 to 25% in 
1988. Secondly, the study by Bublitz and Ettredge 
(1989) on USA data finds that even when R&D is 
expensed, the stock market treats the item as long 
lived. If this USA evidence is indicative of the stock 
market’s behaviour in the UK, then these two 
observations indicate that UK investors have been 
increasingly well served by R&D disclosures. 


Conclusions 


(1) We do not believe that the theory of the 
*Nobes Cycle’ in accounting standard-setting is 
specified adequately to explain any cyclical be- 
haviour in the degree of standardisation of ASC 
pronouncements. 

(2) Nor do we believe that the empirical evi- 
dence advanced in Nobes (1991) justifies the view 
that the cycles exist in reality. There are serious 
measurement problems in the data used. However, 
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even if we ignore these problems, the data pre- 
sented do not display any obvious cyclical pattern 
and we demonstrate that it is not possible to reject 
the hypothesis of randomness in the pattern of 
standardisation through time. 

This pattern seems to be substantially influenced 
by ASC's mode of operation and consultative 
process, since we detect that exposure drafts tend 
to be followed by standards which are not signifi- 
cantly more restrictive, and are typically less re- 
strictive. 

(3) The single ‘degree of standardisation’ 
measure adopted by Nobes offers only a very 
partial view of changes in the quality of corporate 
reporting practice. We argue that the direction of 
standards and the quality and volume of disclosure 
are at least as important. Judging by the latter, we 
suggest that the ASC was highly successful. 
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Structure and Argument in Accounting 


Standards 


Keith Warnock* 


Abstract—This paper summarises the results of a detailed examination of the contents of explanatory notes of . 
Statements of Standard Accounting Practice. The presentation of argument in the explanatory notes is discussed 
in the light of recent writings on rhetoric, and the Accounting Standards Committee is assessed in terms of its 
performance as a persuader rather than by reference to the substantive requirements of SSAPs. The paper suggests 
that changes in the structure of future accounting standards would be desirable, and concludes by linking the 
rhetorical perspective to the notion of a conceptual framework. Ў 


Introduction 


Statements of Standard Accounting Practice 
(SSAPs) issued by the Accounting Standards Com- 
mittee (ASC)! were written іп a varying number of 
parts. Only two parts, labelled ‘Explanatory Note’ 
and ‘Standard Accounting Practice’, are found in 
all 22 SSAPs extant on 31 July 1990. The explana- 
. tory notes are the focus of this paper. 

SSAPs are similar to legislation in that they 
provide part of the regulatory framework within 
which individual entities must prepare their finan- 
cial statements and individual auditors assess them. 
In contrast to legislation, however, they have suf- 
fered from a lack of formal authority (McMonnies, 
1985). The explanatory notes can be seen as a 
recognition of this in their attempt to explain and 
justify the standard accounting practices that are 
required. Few, if any, accountants would argue that 
the ASC has been conspicuously successful in this 
process of explanation and justification. Most crit- 
icisms focus on the content of the standard ac- 
counting practice part(s) of the SSAP(s) discussed. 
Many criticise the practices required as inappropri- 
ate or inferior to some advocated alternatives; some 
criticise the results arrived at on the basis that they 
are mutually inconsistent. This paper focuses in- 
stead on the manner in which the ASC justifies and 
explains: the process of persuasion itself. In so doing 
it refers to some recent writing in the disciplines of 
sociology and economics (Edmondson, 1984, and 
McCloskey, 1985), which demonstrates that the 





*The author is lecturer in accountancy, University College, 
Galway. He acknowledges the helpful comments of John Currie 
and of two anonymous referees. 

'For convenience, references in this paper are generally to the 
ASC. Prior to 1 February 1976, the Committee was known as 
the Accounting Standards Steering Committee. From 1 August 
1990, the functions previously carried out by the ASC have been 
performed, in a not dissimilar fashion, by the Accounting 
Standards Board. The changes make no fundamental difference 
to the thesis outlined in this paper. 


recognition of the role of rhetoric may increase 
one's understanding of academic argument. 

The paper is organised as follows. The first 
section describes briefly the overall structute of 
SSAPs, compares them with legislation, and notes 
the need for supporting argument. Section two 
summarises the types of argument that are actually 
used in the explanatory notes, while section three 
catalogues the other elements included in these 
notes. In the fourth section, a discussion on the role 
of argument involves consideration of the potential 
importance of an understanding of rhetoric in 
accounting. Section five outlines the process of 
argument in various SSAPs and draws attention to 
deficiencies perceived in that process. In the con- 
cluding section, suggestions are made as to how the 
process of presenting arguments on which the 
accounting standards are based might be improved, 
and the discussion in the rest of the paper is linked 
to the notion of the conceptual framework. 


The overall structure of SSAPs 


The Physical Structure 

This section of the paper considers briefly the 
physical structure of the 22 SSAPs extant on 31 
July 1990. In terms of number of paragraphs, they 
range in length from ten (SSAP 5) to 105 (SSAP 
24), with a mean length of 46 paragraphs and a 
median length of 45.5 paragraphs. Ignoring the 
single paragraph on compliance with the relevant 
International Accounting Standard, which is 
found in 17 of the SSAPs analysed, there are four 
main parts. Two of these, the Explanatory Note 
and the Statement of Standard Practice, are found 
in all 22 cases. Definition of Terms is found in 21, 
and Note(s) on Legal Requirements in 16, the 
latter being divided into up to three elements 
depending on the volume and similarity of legis- 
lation in Great Britain, Northern Ireland and the 
Republic of Ireland. 
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In the SSAPs examined, the Standard Account- 
ing Practice sections account for 295 paragraphs 
out of a total of 1013 (29%), and range in length 
from a mere three paragraphs (SSAPs 2 and 5) to 
34 (SSAP 1 revised). The Explanatory Note is the 
largest part in 15 of the 22 SSAPs, accounting in 
all for 358 paragraphs (35% of the total) and 
ranging in length from five paragraphs (SSAP 23) 
to 55 (SSAP 24). The purpose of the Explanatory 
Note is apparent from its name; in broad terms, it 
contains a description and discussion of the ac- 
counting problem area to be addressed by the 
SSAP, and presents the arguments which the ASC 
chooses to advance in support of the standard 
accounting practice required in the relevant part of 
the SSAP. This paper's main concern is with the 
types of argument presented and the manner of 
their presentation. 


Comparison with Legislation 


Authors such as Stamp (1980, p. 78) have com- 
pared accounting standards to legislation. Such a 
view is also at least implicit in the literature that 
argues that: 


the setting of accounting standards is as much 
a process of political action as of flawless logic 
or empirical findings. (Horngren, 1973, p. 61) 


It is not intended here to address the apparent 
conflict between those like Horngren who seem to 
favour various levels of explicit consideration of 
the economic consequences of standard-setting 
(e.g. Gerboth, 1973, and May and Sundem, 1976) 
and those who oppose this line of thought (e.g. 
Solomons, 1978). The views of all are consistent 
with acceptance that there is a process of consider- 
ation of a problem (more or less political in some 
sense of the word as well as technical) which is in 
fact followed by the framers of accounting stan- 
dards before the *enactment' of the results of their 
deliberations as standard accounting practice. 
(Whittington, 1987, describes the position in 
similar words.) 

What strongly distinguishes accounting stan- 
dards from enactments of the legislature is that the 
final ‘legislation’ contains an explanation for the 
rules adopted. The probable reason for this ap- 
proach is the relative lack of formal authority of 
the ASC (McMonnies, 1985, and Macdonald, 
1989), though even before the change in their 
status introduced by the Companies Act 1989 
the indirect authority of accounting standards 
was significant (Davies, Paterson, Wilson, 1989, 
pp. 4—5). Although McMonnies comments that 


it is reasonably certain that in its early days the 
ASSC and the accountancy bodies did not 
appreciate the extent to which standard-setting 
is a political process as well as a technical 
process (1985, p. 12) 
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there is evidence that standard-setters were fully 
aware of the importance of persuasion (Watts, 
1981). Regardless of the degree of consciousness of 
the ASC at any particular time, the significance of 
the explanatory note is clear: it is an attempt to 
justify the chosen rules. 


The arguments used 


A detailed examination of the 22 SSAPs extant on 
31 July 1990 was carried out to identify those 
arguments used, explicitly or implicitly, on one or 
more occasions. While classification is difficult, it is 
believed that the list in Table 1 is reasonably 
comprehensive, Each argument cited is supported 
by reference to an archetype or sample, chosen 
where possible as a non-controversial instance of 
its use. 

The type of argument most commonly used by 
the ASC (as noted by Bromwich, 1989, p. 49) 
consists of zn appeal to the authority of generally 
accepted accounting practice (GAAP). In the 
light of the discussion above about the ‘political’ 
nature of the standard-setting process, this can 
be seen as evidence of a wish to demonstrate 
the non-controversial nature of some standards, 
to establish them on a firm bedrock of existing 
acceptability. 

The most common form of this appeal to GAAP 
is by reference to the fundamental accounting 
concepts of SSAP 2. It is justifiable to describe 
this as an appeal to existing practice because of 
the descriptive rather than the normative nature 
of SSAP 2 itself. Of the four concepts, appeals 
to accruals/matching and prudence are clearly 
dominant. 

The second major type of argument used can be 
summarisec by the phrase 'fair presentation'. This 
too can be seen as a formulation designed not to 
offend those who are opposed to an overactive 
ASC, since fair presentation (in the form of the 
largely equivalent phase ‘true and fair view’) is a 
pre-existing requirement of company law. It is 
interesting to note that there is some evidence that 
in cases likely to be controversial, the ASC has 
a tendency to invert the argument and claim that 
an opposing treatment is likely to 'distort' or 
*mislead'. 

In some cases this second type of justification is 
circular. For instance, exceptional items are 
defined (SSAP 6) as those whose size or incidence 
requires separate disclosure for the financial state- 
ments to give a true and fair view; the required 
standard accounting practice is then that excep- 
tional items should be disclosed. In other cases, the 
justification is not circular. Under SSAP 6, extra- 
ordinary items cannot be treated by way of reserve 
accounting; they must, in order for the financial 
statements to give a true and fair view, be included 
in the profit and loss account suitably presented. In 
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Table 1 


(b) The prudence concept 
(c) The consistency concept 
(d) [The going concern concept] 
(е) Other instances 
2. Fair presentation 
(a) General 


(ii) Presenting fairly 
(iii) Avoiding distortion 


(v) Presenting ‘reality’ 
(b) Substance over form 
3. Information needs 
4. Other arguments 
(a) Reference to existing SSAPs 
(b) Coincidence with cash flows 
(c) Legal authority 
(d) Comparability 
(e) The entity concept 
(f) Accounting for stewardship 
(g) Economic consequences 
(h) Practicality 


be obtained from the author. 





Argumenís Used in Explanatory Notes 
Argument 
l. Generally accepted accounting practice 
(a) The accruals concept (including matching) 


(i) Giving a ‘true and fair view 


(iv) Avoiding inappropriate presentation 


Note: À more detailed discussion of the arguments, focusing largely on the 
selected archetypes, is available in an Appendix to this paper which may 
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Archetype 


SSAP 4, para. 4 
SSAP 4, para. 5 
SSAP 6, para. 9 


SSAP 15, para. 16 


SSAP 6, para. 3 
SSAP 6, para. 5 
SSAP 15, para. 10 
SSAP 24, para. 23 
SSAP 15, para. 9 
SSAP 21, para. 11 
SSAP 10, para. 1 


SSAP 24, para. 22 
SSAP 20, para. 2 
SSAP 13, para. 8 
SSAP 6, para. 1 
SSAP 20, para. 15 
SSAP 3, para. 8 
SSAP 22, para. 20 
SSAP 24, para. 52 





= 





the latter case but not the former the ASC is 
inserting itself between the general concept of the 
true and fair view and the individual judgement 
process of the preparers and auditors of the finan- 
cial statements. It is not clear in these circum- 
stances whether the ASC’s otherwise unargued 
view will influence the court in deciding that a 
particular approach is either sufficient or necessary 
to allow a set of financial statements to show a true 
and fair view. 

The third category of argument commonly used 
is an appeal, explicit or implicit, to the information 
needs of the users of accounts. In contrast to 
arguments based on the need for fair presentation, 
which are predominantly found in connection with 
problems of measurement, references to the infor- 
mation needs of users are generally employed as 
arguments to support disclosure requirements. A 
major difficulty with this argument is that it is not 
in practice based on an appeal to evidence. Thus, 
Watts (1981, p. 28) states: 


We still need to know who financial statements 
are for, why they need them and therefore what 
to put in them. 


This comment appeared after ten years of standard 
setting, with many of the standards created to that 
point including appeals to the information needs of 


the users of accounts. A similar argument is made 
by Macve (1981, p. 10). The practical difficulties 
in this area are illustrated by the argument of 
Anderson (1971, p. 482) that the extent and scope 
of information to be disclosed: 


should be as much as is necessary for the 
intelligent and informed reader to draw accurate 
and valid conclusions as to the state of the 
business and its trading results—but no more! 


There is no significant category of arguments 
regularly used after the three considered above. 
The irregular use of other arguments may suggest 
that the standard accounting practice has been 
selected on intuitive or undisclosed grounds, and 
that the ASC has then looked for reasons to justify 
the requirement (Watts and Zimmerman, 1979). 

For some arguments, specific comment is called 
for on the infrequency of their use. Appeal to legal 
authority is noticeably rare. In some cases this will 
be simply because the law has nothing to say on the 
particular topic. Another reason is that although 
companies may in terms of economic significance 
be the dominant users of accounting standards, the 
structure applies to all entities the accounts of 
which are designed to show a true and fair view. 
The general argument, though vague, has therefore 
a wider applicability than the simple but narrower 


182 


legal rule. The archetype given in Table 1 is 
probably illustrative of this point in that the choice 
of standard accounting practice is justified first by 
reference to fundamental accounting concepts and 
only secondly by reference to the veto of company 
law. 

Perhaps most surprisingly, the argument that the 
introduction of a standard accounting practice is 
necessary to ensure comparability is rarely used. 
This is striking in view of the primary aim of 
the Accounting Standards Steering Committee 
(ASSC) on its establishment to narrow the areas of 
difference (ICAEW, 1970). Some authors (e.g. 
Harvey and Keer, 1983, p. 11) have argued that 
where there are no clear theoretical grounds for 
making a choice between two possible bases, an 
arbitrary choice is justified in the interests of 
comparability. 


Other elements of the explanatory notes 


This section of the paper considers the elements of 
the explanatory notes other than the arguments 
advanced for the standard accounting practice 
recommended. These elements are set out in 
Table 2. 

The arguments presented to justify a particular 
accounting practice are usually embedded in a 
general discussion of the problem under consider- 
ation. Most of this is non-contentious. Additional 
elements are more relevant to the present discus- 
sion. For instance, the explanatory notes rarely 
include a presentation of the possible options open 
to the ASC from which the choice of accounting 
standard is then explicitly made. Again, in view of 
the primary aim of the ASSC on its establishment, 
this seems extraordinary. Two explanations, one 
substantive and one procedural, suggest them- 
selves. The discussion in the previous section offers 
a possible substantive explanation: an ASC in 
practice committed to departing from the status 
quo no more than is necessary will frequently focus 
on established best practice, search for reasons to 
justify it from the available list as catalogued in 


Table 2 
Other Elements of Explanatory Notes 
Nature 

Descriptive material 
Presentation of options 
Selection among options 
Examples 


Archetype 

SSAP 24, para. 1-15 
SSAP 3, para. 
SSAP 3, para. 
SSAP 6, para. 

SSAP 5, para. 

SSAP 5, para. 


Assertion 
Exhortation 


Note: A more detailed discussion of the other 
elements of explanatory notes is available in an 
Appendix to this paper which may be obtained 
from the author. 
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Table 1, and thereby exclude all alternatives from 
consideration. A procedural explanation is that the 
ASC may have produced by the time it issues its 
standard so many documents in the form of Dis- 
cussion Papers, Exposure Drafts, failed versions of 
the current standard, earlier versions of the current 
standard, Statements of Intent and Technical 
Releases thai it feels that alternatives have been: 
adequately considered elsewhere. However, it 
seems unreasonable to expect that readers of 
SSAPs will have retained in memory or con- 
veniently to hand the history of what can some- 
times be an extremely lengthy debate. This 
important topic is returned to in section five, but for 
the moment a simple illustration may prove useful. 
The first sentence of SSAP 6 (revised) states that: 


This standard is based on the view that, as well 
as profit on ordinary activities, the profit and 
loss account for the year should include and 
show separately all profits and losses including 
all extraordinary items which are recognised 
in that year and all prior year items other 
than prior year adjustments (the 'all-inclusive' 
concept of profit). 


This reflects the first two paragraphs of the original 
SSAP 6, where the all-inclusive concept was con- 
trasted with the argument that profit for the year 
should reflect only ‘the normal recurring activities’. 
In this case, the argument having been won in 
terms of the general acceptability of the original 
version of SSAP 6 (whatever the difficulties of 
application), the ASC apparently found it un- 
necessary to go over the original ground. In other 
cases, its reticence may be less justified. 

‘The final two elements of explanatory notes 
considered in Table 2 are on the borderline of 
classification as arguments. These are assertion, the 
bald claim that a certain treatment should be 
followed, and exhortation, appeals to follow a 
particular accounting treatment which are not 
subsequently embedded in the standard accounting 
practice itself. Recognition by the ASC of the 
inappropriateness of any significant amount of 
exhortation may be detected in an examination of 
the revision of SSAP 12 on depreciation. A con- 
siderable part of the material included as exhor- 
tation in the original version has now, quite rightly, 
been transferred to the standard accounting 
practice section. 


The role of argument 


In the introduction to this paper the role of the 
explanatory note in justifying the chosen standard 
accounting practice was referred to briefly. This 
section of the paper discusses the process of justifi- 
cation. First, let.us note that (whatever the ambi- 
tions. of academics such as Chambers, 1966, 
Sterling, 1979.and Wolnizer, 1987, might suggest 


SPRING 1992 


for some future date) this paper is based on the 
belief that accounting is not a scientific subject like 
physics (Stamp, 1981). The position is similar in other 
areas of social science, such as sociology, where: 


. certainties are particularly difficult to come 
by (Edmondson, 1984, p. 10). 


This means that, especially in view of the lack of 
authority of the ASC (McMonnies, 1985), stan- 
dards must be in part at least: 


exercises in communication and persuasion. 
(Heath, 1984, p. x) 


In other words, to be successful in their apparent 
purpose they must use 'argumentative procedures' 
which reflect the need: 


to make contentions suasive for their. . . readers 


(Edmondson, 1984, p. 5). 


To put the same arguments more in an accounting 
context, two quotations from Stamp (1980) are 
appropriate: 


...in order to win general acceptance for the 
standards that are developed it is necessary that 
there be a public justification of the standards 
and a public explanation as to how the stan- 
dards are seen as meeting the criteria and the 
objectives of good financial reporting (10.10). 
Documents issued by the [Canadian] Account- 
ing Research Committee...should justify the 
positions that are taken in the documents by 
reference to the criteria and user needs that were 
considered in formulating the standards (10.15). 


In British and Irish accounting standard-setting 
the same general point is acknowledged by Watts 
(1981, p. 31), who refers to the importance of 


publication of [the ASC’s] reasoning in arriving 
at decisions 


-and recognises that 
persuasion [is] vital (ibid) 


Much of the background in Edmondson’s 
Rhetoric in Sociology (1984) is of interest in consid- 
ering the formulation of accounting standards. 
Admittedly, the context is quite different. Edmond- 
son restricts her analysis to books as opposed to 
papers in academic journals, and accounting stan- 
dards are even more specialised in their function 
than academic papers. However, even those areas 
which appear to be irrelevant may shed some light 
on aspects of the standard-setting process. For 
instance, the importance of ethos or the self- 
presentation of the arguer may at first seem irrele- 
vant to a collective such as the ASC. Nevertheless, 
the fact that the ASC reversed its decisions in some 
areas (the change from SSAP 11 on deferred tax to 
SSAP 15) and in others was unable to make a clear 
choice between two very different alternatives 
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(SSAP 22 on goodwill) may be seen as damaging 
its credibility and thus reducing the chances of 
persuasion in relation to all subsequent standards. 
Slimmings (1981, p. 23) and Watts (1981, p. 33) 
have both argued that in the case of deferred tax 
this was due to changing circumstances. If that is 
the case, an explicit reference in the explanatory 
note to the changed circumstances and their conse- 
quences might have lessened the sense of unease 
felt by many readers of the replacement standard. 
The replacement of the ASC by the Accounting 
Standards Board, like the replacement of the Ac- 
counting Principles Board by the Financial Ac- 
counting Standards Board in the United States, 
may be seen as the result of the collapse of its ethos. 

After ethos the second aspect of argumentation 
which Edmondson discusses is pathos or sensitis- 
ation, which involves conscious attention to the 
hearer or reader of the exercise in communication. 
In relation to sociology texts, the problem takes the 
acute form of retaining the readership, since the 
option of closing the book is always available to 
the insufficiently considered reader. In the case of 
accounting standards, the ASC is dealing with a 
captive audience. However, some greater acknowl- 
edgement of the level of the reader’s involvement 
with the area might be expected. As noted above, 
it is curious that the explanatory note to SSAP 15 
(the original version as well as the revised version) 
makes no reference to the abandoned SSAP 11, 
which readers had been asked relatively recently to 
implement. This suggests, at least, a failure to give 
due acknowledgement to the sensitivities of read- 
ers. Again, the general failure to acknowledge that 
the case for other approaches has been considered 
and to present the arguments as to why they have 
not been accepted ignores the need for sensitivity 
to readers. It is also inefficient, in that it may cause 
an unnecessary prolongation of the debate by 
failing to identify the precise focus for the differ- 
ence of opinion. This problem is exacerbated when 
a complementary looseness is adopted by the crit- ` 
ics of a particular standard. 

The central aspect to the argumentation process 
is the logos which focuses on the subject matter of 
the discussion rather than the participants. The 
arguments listed in Table 1 and discussed in the 
second section of this paper are examples of logos. 
It is in the selection and presentation of arguments, 
bearing in mind the relevance of ethos and pathos, 
that the skill of rhetoric lies. It is important to 
stress that in using the term rhetoric we are talking 
about the efficient processing of an argument, 
using rhetoric in its classical rather than its later 
pejorative sense (Klamer and McCloskey, 1988, 
p. 4). It does not entail: 


arbitrary, insufficient or morally dubious means 
of getting others to do or belieye-samething 
(Edmondson, 1984, p. 6). ; 
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McCloskey quotes Wayne Booth as describing it 
as a: 


careful weighing of more or less good reasons to 
arrive at more or less probable or plausible 
conclusions—none too secure but better than 
what would be arrived at by chance or by 
unthinking impulse (1985, p. 29). 


Many of the rhetorical devices considered by 
Edmondson are more relevant to an individual 
*speaker' than to a committee like the ASC. What 
is striking is that the ASC seems to exclude even 
those which would be helpful. For instance, the 
order in which arguments are presented can be 
chosen with effect (Edmondson, 1984, pp. 21-2). 

As an illustration of how this device might be 
relevant, consider a situation where the standard- 
setting body is aiming to introduce a standard 
practice where three possible accounting policies 
have been advocated. Rather than advancing con- 
troversial arguments in favour of one alternative 
and ignoring the others, it might be sensible to 
advance first more convincing arguments against 
the least plausible alternative, proceed to advance 
the arguments against the second alternative, and 
only at the final stage advance the arguments for 
the only remaining alternative. This might not 
convince all, but the procedure might make the 
subsequent debate more efficient. 

This approach is similar to the use of a device 
described by McCloskey who refers to apophasis as: 


the orderly rejection of all the alternatives 
except one (1985, p. 127).? 


Clearly, one would not expect the ASC to use 
diasyrmus, the disparaging of opposing arguments. 
This approach, while frequently resorted to by 
academics in argument (McCloskev, 1985, p. 127) 
would not be seen as appropriate to a professional 
committee (it is, of course, frequently and happilv 
practised by the critics of the ASC). 

McCloskey notes the widespread applicability of 
the notions of rhetoric to many disciplines. He 
quotes (1985, p. 148) the author of a book on the 
Latin language to the effect that: 


*this is largely a dispute about terms that have 
no scientific definition’. .., by which he appears 
to mean, as people do when they talk this way, 
no definition that would end argument forever. 


This terminology must strike a chord with those 
following debates on topics such as merger 
accounting. 

The process of selecting particular arguments 
from the storeroom of those available is an exercise 
in the art of persuasion (McCloskey, 1985, p. 105). 





a dictionary definition (The Collins English Dictionary, 2nd 
, 1986) is somewhat different: ‘the device of mentioning a 
[e by stating that it will not be mentioned’. 
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A preliminary view of accounting standards might 
suggest a cynical interpretation, an accusation that 
the ASC is guilty of rhetoric in the pejorative sense 
of the term—selecting whatever suits its case and 
avoiding the consideration of arguments that 
might support an alternative. This was the view 
upon which the research for this paper was orig- 
inally based. Although there is considerable evi- 
dence to support it, that view needs to be 
supplemented by the recognition that an equally 
striking feature of the ASC's argumentation is its 
inefficiency. The failures of the ASC can be seen as 
failures of rhetoric, not failures to find the ‘right’ 
accounting standards on matters such as deferred 
tax and гоодм 3 It is clear that the process of 
reviewing and revising standards is expensive. The 
process would be simpler, swifter, and possibly 
unnecessary if the argumentative process were 
more carefully and comprehensively prescribed. 

We are unlikely ever to be able to prove in any 
absolute sense that goodwill arising on the acqui- 
sition of another company should be either (a) 
immediately written off to reserves or (b) amortised 
through the profit and loss account. What is 
needed is an understanding therefore not of what 
the right answer to that question (and others like 
it) is, but of the processes by which an answer to 
the question can be found. Our approach should be 
based not on an understanding of accounting as 
science but as a process of what McCloskey (1985, 
p. 153), following the philosopher Richard Когіу, 
calls ‘conversation’, considering how we converse 
about accounting and by what process of argumen- 
tation it may be possible to arrive at a solution that 
is accepted. This is a different point from simply 
saying that we are looking for a consensus on a 
solution that is favoured by a certain majority. 
Acceptability is not simply the result of counting 
heads. Acceptability is a recognition that the pro- 
cess of argumentation that we have followed 
(preferably a process that we have agreed in ad- 
vance) has led us to & particular conclusion. To 
quote Cushing (1977, рр. 312-3): 


One possibility is that all individuals agree that 
all financial statements should possess certain 
desirable features, e.g. comparability over time 
and across firms. Then any particular individ- 
ual, though s/he might prefer LIFO to FIFO, 





"This need not necessarily be a criticism of the individual 
members of the ASC or its secretariat. The deficiency of 
resources is acknowledged. Slimmings (1981, p. 25) states: 


We would have liked to be able to explain...in much 
greater detail what we were seeking to do, and how we 
proposed to do it, why we had accepted or rejected criticism 
of exposure drafts and so on. But directing more of our 
limited resources to these activities would have meant 
deferring work on some of our projects. . .. 


Admittedly, this sounds more like an argument for a broader 
public relations campaign than a case for more comprehensively 
argued standards. 
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say, would nonetheless prefer a policy which 
requires that all firms use FIFO to a policy 
which permits some firms to use LIFO while 

: others use FIFO and some occasionally switch 
from one to the other. 


However, the underlying objections to the process 
of standardisation itself (Morison, 1970; Tweedie, 
1981; McMonnies, 1985) suggest that such a task 
would be a difficult one. 

Again this is not quite the same thing as saying 
that the setting of accounting standards is a legisla- 
tive process, and therefore purely political in 
nature. Cynics would readily accept that some 
political decisions preceding legislation have been 
arrived at for base or demagogic reasons, which 
need not be explicitly acknowledged by the poli- 
ticians. The legislation will then be enforced, and 
the process by which it has been arrived at ceases, 
from the point of view of the court enforcing it, to 
be relevant (Stamp, 1970, p. 143). Because of the 
lack of authority of the standard-setters (McMon- 
nies, 1985) it is the force of argument alone that 
will ensure a satisfactory outcome. The need for 
rhetoric in the good sense of that word (Edmond- 
son, 1984; McCloskey, 1985) must then be ac- 
knowledged and, if accounting standards are to 
continue in their present form, this should be built 
into the explanatory notes. 


The process of argument 


No comprehensive analysis of all. SSAPs will be 
attempted. Instead, a number of examples will be 
chosen to illustrate in the case of particular stan- 
dards the use of the arguments and other elements 
previously catalogued. 


SSAP 23 


Despite the considerable controversy that had 
attended ED 3 (issued in 1971) and ED 31 (issued 
11 years later), and despite the difficulties that this 
area had caused in the United States, SSAP 23 on 
accounting for acquisitions and mergers has the 
shortest explanatory note of all. No attempt is 
made to address the possibility of forbidding 
merger accounting altogether. No attempt is made 
to address the possibility that merger accounting 
might be a required treatment under certain cir- 
cumstances (the standard is merely permissive). No 
effort is devoted to a discussion of the information 
needs of users, which were frequently advanced in 
other SSAPs as support for the requirement im- 
posed. In short, the ASC seems largely to have 
abandoned the attempt to use the explanatory note 
for purposes of persuasion altogether. Instead, it 
has restricted the argument advanced to a mini- 
mum, perhaps in the hope that this strategy might 
provoke a minimum of criticism. The introduction 
of the standard was, however, followed by wide- 
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spread criticism and within the short period of two 
years the ASC announced its intention to review it. 


SSAP 9 


SSAP 9 on stocks and work-in-progress was also 
a controversial standard, as evidenced by the lapse 
of time between the issue of the exposure draft and 
the adoption of the original standard. This is 
noteworthy because an analysis of the arguments 
employed in the explanatory note (in this case the 
revised standard does not differ significantly from 
the original) reveals considerable reliance on gener- 
ally accepted accounting practices. This demon- 
strates the validity of the often advanced argument 
that these practices, particularly when stated in the 
form of principles such as matching or prudence, 
are in themselves insufficient to resolve conflicts 
over accounting policy choices or their implemen- 
tation. From the perspective of this paper, they 
represent arguments that are insufficiently precise 
to persuade. 


SSAP 14 


SSAP 14 on group accounts is noteworthy for 
the relationship of an exceptionally brief explana- 
tory note (only the terse SSAP 23 is shorter) with 
a lengthy standard accounting practice section 
(only SSAPs 1 and 21 are longer). In this case the 
ASC approach may have been justified by the fact 
that the standard involved the summarisation, in a 
technical area, of existing practice that was both 
well known and well accepted. It may also be 
explained by the fact that the major areas of 
controversy were deliberately excluded to feature 
in the later standards dealing with foreign currency 
translation (SSAP 20), goodwill (SSAP 22) and 
acquisitions and mergers (SSAP 23). 


SSAP 10 


By the nature of its subject matter, the authors 
of SSAP 10 on statements of source and appli- 
cation of funds were forced to rely exclusively on 
the argument about information needs. In this 
case, no reference to the favoured arguments of 
matching and prudence would make sense—as 
embodiments of existing practice, these concepts 
predated the widespread use of funds flow state- 
ments and had no apparent relevance to them, 
thus illustrating the very limited nature of the 
conceptual framework formalised in SSAP 2. 


SSAP 20 


Although, unlike SSAP 10, its subject matter is 
clearly within the scope of existing accounting 
practice, SSAP 20 on foreign currency translation 





*The lapse was 36 months, which in the review provided by 
Taylor and Turley (1986, pp. 60-1) was exceeded only by SSAP 
16 and SSAP 20, both cases in which a second exposufe draft 
was required. 
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is particularly striking for its introduction of argu- 
ments with no parallel elsewhere. One curiosity is 


its use, in paragraph 2, of a reference to ‘a true апа. 


fair view of the result of management actions’. 
Emphasis has been added to highlight the impli- 
cation that this is a different concept to the un- 
adorned true and fair view which is referred to 
elsewhere in the accounting standards. In SSAP 6, 
for example, there is no attempt to distinguish 
between those.extraordinary items which are the 
result of management actions and those which are 
caused by extraneous events. The same paragraph 
of SSAP 20 introduces the notion of choosing a 
translation method giving results 


which are generally compatible with the effects 
of rate changes on a company's cash flows and 
its equity. 


Is there a general principle recognised by the ASC 
that accounting methods should give results com- 
patible with the effects. of external events on a 
company's cash flow? If so, why has it never been 
advanced as an argument in any of the other 
SSAPs? If not, on what basis can it be taken to be 
applicable to the present situation? Flower (1985, 
pp. 283-6) suggests that in fact the argument and 
the recommendation in this area were strongly 
influenced by the approach of the FASB in the 
parallel development of Financial Accounting 
Standard 52. 


Conclusions 


The analysis of extant SSAPs undertaken in this 
paper suggests strongly that both preparers and 
users of accounting standards would benefit from 
a more explicit consideration and presentation of 
the process of argumentation that supports such 
statements. Detailed examination of the contents 
of the explanatory notes of 22 SSAPs shows a 
highly inconsistent pattern. The briefest of expla- 
nations may precede a very controversial standard. 
General arguments may be advanced to support 
the recommended approach in one standard which 
have never been used before or since. In surpris- 
ingly few cases is the problem of choice between 
competing alternatives explicitly presented and 
resolved. 

In part, an explanation may lie in ambiguities in 
both the structure of accounting standards and the 
standard-setting process itself. Is the explanatory 
note intended to be what its name suggests, a 
comprehensive explanation of what follows in the 
standard accounting practice section? If so, it needs 
to be better structured and presented. To some 
extent, the expectation that this will happen 
already exists. Wild (1990, p. 81), reviewing the 
expected changes after the introduction of the 
system proposed by the Dearing dn (1988), 
argues that: 
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Improving the resources available to research a 
subject will not just improve the quality of 
debate which is held before any document is 
published. It is intended that the documents 
themselves should include an explanation of the 
argument which underlies them. Consequently, 
in order to challenge a document it will be 
necessary to demonstrate that the logic is 
wrong, not just to say that the words come to 
the wrong conclusion. 


If the explanatory note is not so intended, if it.is 
considered that the full explanation for an emerg- 
ing standard lies in the spectrum of documents 
issued by the ASC from discussion paper through 
exposure draft to statement of intent (together with 
statements accompanying the publication of these 
documents and the final SSAP itself), then the role 
of the explanatory note requires urgent re-examin- 
ation. On this latter view, there would be a clear 
case for dropping the explanatory note altogether, 
producing a greater similarity to legislation. (It is 
noteworthy that despite the various attempts in the 
past to improve the process of standard-setting 
(ASC, 1981 and 1983), there was little appareni 
change in the structure of SSAPs themselves.) 
Dropping the explanatory introduction appears 
to be the position reached in Australia. Morley and 
Martin (1987, p. 41) describe a movement from a 
situation where Australian standards were written: 


like some of the American standards, in a style 
in which there was a discussion of the pros and 
cons of particular approaches, a mention of 
alternatives, reasons why one alternative is bet- 
ter than another, and statements that 'this 
should happen' or 'this might happen'. 


in the direction of a legalistic approach: 


We've gotten rid of all the discussion materiai. 
In fact, at one stage we wanted to get rid cf 
everything but the black letter parts of the 
standard. Eventually it was agreed that if we put 
those standards out with black letters only, they 
would be widely misinterpreted and the courts 
would not know what to do. So we now have an 
explanatory section at the end of the standard 
that, in a somewhat more general format, ex- 
plains what the words are intended to do. 


As an alternative to the ‘afterword’ approach 
described above in relation to Australian 
standards, publication of a parallel explanatory 
document, perhaps at much greater length than 
the existing explanatory notes? should be con- 
sidered. Here, the comprehensive process which 





*And not unlike elements of the Accountants Digest commen- 
taries on SSAPs, published by the Institute of Chartered 
Accountants in England and Wales, which carry no official 
backing but may be written by someone intimately involved in 
the development of the standard. 
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Sprouse (1987, p. 31) describes in relation to the 
development of standards in the US would be 
summarised. Such a document might well contain 
the following elements: 


(1) A description of the problem in much the 
same format as is currently included in explana- 
tory notes. 

(2) A presentation of all the alternatives which 
have been considered or suggested. 

(3) A statement of the arguments which have 
been adopted in the process of accepting or 
-rejecting the alternatives. 


In the latter element, the order and comprehensive- 
ness of presentation may be crucial. In some cases, 
rhetorical thinking may suggest that various 
alternatives be ruled out on the basis of strong 
negative arguments before a final choice is made. 
In other cases, the debate may be introduced by the 
strong positive arguments in favour of the selected 
alternative, followed by a review of the (weaker) 
positive arguments for and/or the negative argu- 
ments against the rejected alternatives. 

In arriving at a decision as to which of these 
approaches is preferable, it would be useful to 
consider an element of the earlier discussion on 
rhetoric: the emphasis on the importance of con- 
sideration of the audience. Who is the audience to 
be considered? In one sense, it is the very large one 
consisting of all those directors, company accoun- 
tants, auditors and others who are involved with 
the production of financial statements, as well as 
individual, institutional, and representative bodies 
of users. On the basis of the proportion which 
responds to exposure draft invitations to comment, 
it may be argued that the vast majority of this 
audience has no interest in getting involved in the 
process of argument which leads to any particular 
accounting rule. This in turn would suggest that 
the published standard might very sensibly eschew 
the temptation to defend itself in an explanatory 
note. This in turn would allow the parallel explana- 
tory document, which could be referred to in a one 
paragraph preface to the standard, sufficient free- 
dom to explore the argumentation process imagi- 
natively. Whereas at present explanatory notes are 
generally brief, and generally at least superficially 
technical in nature, the suggested alternative would 
allow a more open and acceptable nexus between 
the technical and political aspects of accounting 
policy making. 

Finally, it is suggested that the discussion in this 
paper provides support from an unfamiliar per- 
spective for the development of a conceptual 
framework. Several of the deficiencies noted in 
specific SSAPs, presented here in terms of a weak- 
ness in the process of argumentation, reflect the 
lack of a sufficiently developed conceptual frame- 
work. Thus, the reference to compatibility with 
cash flows in SSAP 20 is conspicuous not just 
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because there is no echo of it.elsewhere in the 
corpus of SSAPs but also because it rests on no 
obvious accepted foundation (as pointed out ear- 
lier, Flower (1985) has argued that the approach of 
the ASC was heavily influenced by that of the 
FASB, and the FASB was naturally attempting to 
link its recommendations to its own conceptual 
framework). A second example lies in the clear 
implication of paragraph 18 of SSAP 6 that the 
requirements of fair presentation override the need 
for consistency. This is а non-controversial 
example, but there are many other instances where 
a conceptual framework laying down guidance as 
to the interrelationship between different concepts 
or arguments would be most useful. This has been 
attempted in the US by SFAC 2 (FASB, 1980). A 
third example lies in the limited references noted to 
economic consequences. Are economic conse- 
quences a legitimate subject for consideration? If 
so, why are they referred to in only one standard? 
Development of a conceptual framework would 
force the ASB to clarify the rules for the process of 
argumentation in this respect. 

In summary, the perspective of this paper pro- 
vides support for the development of a conceptual 
framework as a guide to the rules for arguing 
about accounting matters. The conclusion reached 
is similar to that of Zeff (1981, p. 194), who 
criticised any implication that a conceptual frame- 
work meant only an (unattainable) single undis- 
puted model. With a settled framework, to quote 
Zeff’s words: 


We would have a clearer understanding of the 
bases for differences of opinion over standards, 
and, by reorientating the dialogue towards under- 
lying concepts, we might identify the sources of 
discord. 


To conclude in the terminology of rhetoric, we 
would have clarified the rules for conversations 
about accounting. 
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Research in Third World Accounting, Vol. 1, 1990. 
R. S. O. Wallace, J. M. Samuels and R. J. Briston 
(eds.). JÀI Press Ltd., Greenwich, Conn. & London. 
xxi + 299 pp. £44.50. 05879.95. 


This new annual research journal intends 'to 
raise the level of interest in the specific problems 
of accounting in developing countries...so that 
accounting in the Third World will not just be 
seen as a matter of copying what is done in the 
industrialised countries'. Its editors promise that 
the series will concern itself with 'theoretical, em- 
pirical and applied research to the macro and 
micro accounting issues of developing countries.’ 
However, they do not argue that this is necessarily 
best achieved by carving cut an area of study 
separate from research and practice in developed 
countries. For example, they are aware of the 
potential benefits that international accounting 
standards can confer upon developing countries 
if they are suitably sensitive to the latters’ needs. 
The aim of the journal is to provide a forum and 
voice for articulating these concerns. It holds the 
potential to meet the crying need of accounting 
academics interested in the Third World for a 
publication medium that will publish in depth 
essays on Third World accounting affairs and 
thereby help bring these issues closer to the centre 
stage of academia and public policy. 

This first issue contains fourteen articles by 
some of the best known researchers in the arena 
of Third World accounting. It is divided into two 
parts: General and Country Studies. The locale of 
the authors touches several continents, embracing 
countries as varied as India, the People's Republic 
of China, the United States of America, the United 
Kingdom and Zimbabwe. 

The editors have either authored or co-authored 
five of the articles. Accounting in Developing 
Countries: A Review of the Literature by Wallace 
sets the tone of the journal; the style is readable 
and there is a valuable and detailed bibliography. 
Unfortunately, however, the selection is from 
journals published only in English speaking devel- 
oped countries. Given that many future potential 
authors and readers reside in developing countries, 
it is hoped that future contributions will reference 
journals and other sources from those countries 
thereby giving them the exposure which is sorely 
needed, as well as helping prevent scholars in 
developed countries unconscicusly superimposing 
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the research agenda of the richer nations. This 
matter of journals produced in Third World 
countries raises two further issues for editorial 
consideration, namely the language of the.journal 
and the standards of scholarship which it deéms to 
be acceptable. 

The initial selection of articles for publication 
suggests that future contributions will be in English, 
which is of course only one of the many languages 
used in the Third World. Given the problems this 
creates for much of the target audience of this new 
journal it is worth drawing attention to the Savings 
and Development journal, which carries abstracts of 
its articles and at least one main article in French. 
Whilst one must be sympathetic to the problems 
created by language differences for editors of any 
international journal, the need for sensitivity to this 
issue is especially acute in the area of development 
studies, given the inequity of resources for trans- 
lation and the possibilities of inadvertent cultural 
domination through the medium of language. 

Relatedly, the standards of scholarship used for 
judging the acceptance of articles for journals in 
the English speaking western world may not be 
applicable to articles about the Third World. For 
example, the reviewers' experience with research in 
Third World countries has indicated that residents 
are often unwilling to complete written question- 
naires so that the extensive data bases required 
for complex statistical analyses often cannot. be 
generated. Personal interviews and the use of oral 
history have proven to be more successful in 
obtaining information. Also the technology for 
complex statistical analyses is often unavailable in 
developing countries and, even if it were not, it 
might not produce results which are culturally 
relevant. . 

The managing editor in his survey of the account- 
ing literature relevant to third world accounting 
included any study on countries described by its 
author as developing, Third World or less devel- 
oped; it is unclear if this definition is to be used in 
the journal as a whole. Whilst the dilemma of the 
editors over setting boundaries is appreciated, given 
their desire to give voices to the unheard, perhaps 
greater clarification of which countries fall within 
the remit of the Country Studies section might be 
given. 

The General Studies section of the journal 
includes four further articles. Hove of Zimbabwe 
explores the influence exerted by the United 


190 


: Kingdom and the United States of America on 
the standard setting function of the International 
Accounting Standards Committee. His compar- 
ison of eight of the International Accounting 
Standards (IAS) with the equivalent UK 'State- 
ments of Standard Accounting Practice and the US 
Accounting Principles Board Opinions/Financial 
Accounting Board Statements questions just how 
‘international’ the standards really are. Samuels 
addresses, 'Accounting for Development by 
considering the information needs of developing 
countries and the merits or otherwise of some 
alternative forms of accounting, such as social re- 
sponsibility accounting, which have been advo- 
cated by others as more appropriate. He concludes 
with suggestions of ‘modest changes in reporting 
practice that would be of assistance to more in- 
formed debates on the problems of economic devel- 
opment. Maunders, Gray and Owen propose a 
new type of management accounting system for 
public enterprises in developing countries. They 
advocate that methods such as cost benefit analysis 
should be rooted in an evolutionary, democratic 
process, i.e. by self design, rather than by external 
‘experts’ imposing solutions. Cramer and Jones in 
Accrual Accounting for National Governments 
plead that although some of the governmental 
accounting exported to the Third World is obsolete 
and ought to be rejected, accrual accounting does 
not fall into that category. The purpose of their 
paper is to rescue. accrual accounting from that 
fate. : 

The eight Country Studies. in Part II address 

issues in countries as far flung as Bangladesh, 

China, India, Indonesia and the Solomon Islands, 

Kuwait, Tanzania, Singapore and Lebanon. 

The training and education of accountants in 
Bangladesh occupy the attention of Parry and 
Groves. The relatively insignificant impact of using 
qualified accountants in that country leads the 
authors to deduce that it is ‘no use producing more 
and better qualified accountants if the information 
they provide is not understood or required by the 
user’. Empirical data on the quality of accounts 
produced is presented to substantiate the view 
expressed. The unorthodox approach to account- 
ing education in Tanzania and the gallant efforts of 
its indigenous accountants at developing corporate 
disclosure regulations to meet the needs of that 
country are ably described by Briston and Wallace. 
This article is highly recommended for Council 
members of all national Institutes or Associations 
of Accountants in developing countries. Briston 
and Foo See Liang trace the evolution of corporate 
reporting in Singapore. The influence of the con- 
stitutional history of Singapore upon accounting 
legislation is highlighted and this stands in stark 
comparison with accounting developments in 
Indonesia and the Solomon Islands, as recounted 
in an article written solely by Briston. 
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There are two articles on auditing; one describes 


recent developments and problems in China and 


the other is on the perception of investors and 
lenders in Kuwait of the different types of auditors 
(i.e. those affiliated with the big eight international 
accounting firms and those who are not) The 
remaining three articles deal with the Chinese 
experience with responsibility accounting; develop- 
ment finance management in LDCs with respect to 
India; and financial accounting in hyperflationary 
conditions with respect to Lebanon. 

All of the above articles are enlightening and 
well written. They tend to concentrate on financial 
rather than management accounting and perhaps 
it was perhaps surprising that only one was on 
the public sector. The majority of the papers are 
in narrative format, but given the previously 
mentioned problems with empirical data, this is 
understandable. 

In summary, the journal is of practical interest 
to academics and policy-makers in both developed 
countries and the many developing ones which are 
members of IFAC, It represents a significant and 
worthy addition to an important but relatively 
neglected area. Amongst the various audiences it 
serves it will be especially valuable as a starting 
point for doctoral students seeking to research this 
area. 


Robertine Chaderton with 
Zahirul Hoque and 
Trevor Hopper 


University of 

the West Indies 
University of Dhaka 
University of Manchester 


Company Failure. Cliff Pratten. Financial Report- 
ing and Auditing Group of the Institute of 
Chartered Accountants in England and Wales, 
1991. 63 pp. £6.95. 


In his foreword to this report, Chris Swinson, chair 
of the Financial Reporting and Auditing Group of 
the English Institute, says that the group was 
‘concerned with the flurry of high-profile corporate 
failures and the under-informed comment they had 
drawn’ and wanted a neutral academic review of 
the causes of corporate failure. As would be 
expected from a Fellow of Trinity Hall and a 
member of the Department of Applied Economics 
at Cambridge, this is what Swinson received: an 
excellently balanced report on the causes of 
corporate failure with specific reference to the 
current depression. This document, although brief, 
provides an insightful analysis of contemporary 
factors contributing to company failure, highlight- 
ing the effects of macroeconomic instability and 
deregulation. For example, Pratten rejects as too 
simple the common view held by management 
consultants and strategic thinkers that the main 
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reason for corporate failure is 
failure’. Instead, he emphasises the important 
role property assets have as a result of a depression 
and the unexpected nature of the events giving 
rise to the recessions in the 1970s and 1980s (for 
example the credit explosion of 1980—89 leading 
to high interest rates of 1989-91). The timing 
of some economic shocks cannot be predicted 
and has resulted in an unstable industrial environ- 
ment. 

Whilst I am left with admiration for the cogent 
analysis of the causes and consequences of 
company failures (it is also excellently arranged, a 
feature of which is a financial analysis of the main 
corporate failures in 1990), I am less happy with 
certain parts of the final section concerning the 
responsibilities of the accountancy profession. 
Presumably Swinson's main concern is with 
the 'under-informed comment' by independent 
commentators and undesirable left-wingers who 
have raised very obvious (but difficult) questions 
about the accountancy and auditing profession. 
Very usefully, Pratten separates out fraud from the 
debate. Fraud, he says is quite an unusual cause of 
failure. Failure is a more common cause of fraud 
(e.g. British Bangladesh Trust Ltd). He correctly 
highlights the culprits in some of the more 
dramatic collapses recently as creative accounting 
and those developments in the financial markets 
which have encouraged the practice. Their very 
‘efficiency’ has placed more emphasis on ‘the 
bottom line’. Unfortunately, Pratten, in my view, 
avoids the important link in this argument: the 
pressures on auditors to compromise their inde- 
pendence. The position of company accountants 
actually employed to be ‘creative’ is even more 
difficult and interesting. The fact that auditors and 
accountants may not act independently for their 
own business reasons (and the overwhelming evi- 
dence of independent empirical research supports 
this) needs to be recognised if the problem is to be 
resolved. The view of the man in the street of the 
chartered (or any other type) of accountant is that 
he helps in the legal avoidance of taxes, etc. The 
preparation of intentionally misleading accounts 
and other services is, in my opinion, a natural 
adjunct of such an essentially dishonest and anti- 
social activity (viz. tax ‘planning’ and ‘off-balance 
Sheet’ finance). In my view if the accountancy 
profession is serious about trying to rid itself of such 
animpression therecan be no acceptance whatsoever 
of reasonable amounts of exaggeration or under- 
statement. When discussing the problem of ac- 
counting for goodwill Pratten says: ‘It is true that 
knowledgeable investors treat estimates of the value 
of goodwill with a pinch of salt but some investors 
who use the accounts could be misled’. No 
honourable profession can seriously operate what 
is effectively a professionally acceptable criterion 
for lying! (Lawyers are outside this discussion.) 


‘management 
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Having got that out of my system T have to agree 
with Pratten’s point that more research ‘is needed. 
Even though by intention the effects of creative 
accounting are difficult to observe and measure, 
nevertheless, this needs to be done in: ‘order to 
discover the size, cause and effects of the'problem. 
Estimates of similar types of criminal activity, e.g. 
the black economy, are equally difficult but equally 
important to policy makers. 

His point about the need for didis is 
important and needs emphasis. Pratten: writes: 'I 
expect that for most UK students instruction in 
ethics as applied to auditing and creative-account- 
ing is rather low key. The traditional approach 
might be reconsidered and the issues and pririciples 
be examined openly’. It is ironic that at a time. 
when the teaching of auditing in higher education 
is expanding (and its nature being defined). the 
teaching of philosophy and ethics is still declining 
and under pressure. The point should be made 
(by Pratten and others equally well placed)r as to 
how the two are related and how the former may 
benefit from the latter. 

I enjoyed the book very much. It is- 1 "very 
helpful addition to the literature of business fail- 
ure. In its own way, it raises the difficult: ethical 
issues threatening the accountancy profession. I 
am sure that Mr Swinson and his committee will 
also like it. 


^S 


Paul” Barnes 
L 


- 


University of Nottingham 


Computer Abuse Investigator. Mark Т. апійт. 
Elsevier Advanced Technology and Touche Ross, 
1991. 300 pp. Loose leaf binder. ыа d 


The author of this work is a barrister who until 
recently worked for the Serious Fraud Office and 
is now coordinator of International Fraud Investi- 
gation at Touche Ross UK. He is therefore 
uniquely qualified in the area of computer crime. 

Some readers may be surprised to find a volume 
on this subject reviewed in an accounting journal, 
but the investigation and detection of computér 
crime is becoming of increasing importance to the 
accountant for several reasons. Firstly, with the 
development of electronic data interchange (EDI) 
systems the opportunities for computer crime,are 
very much on the increase. Secondly, the audit of 
computer systems demands that effective internal 
control systems be in place, and these controls may 
include steps to aid a possible investigation in the 
event of a computer crime. Thirdly, as an area of 
commercial development, computer crime investi- 
gation could be a service provided mainly by the 
consultancy branches of the large accounting firms, 
since for many.reasons most police forces in the 
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. UK and elsewhere are ЕА at present to cope 
adequately with this branch of crime. 

This book concentrates on only a few aspects 

and does по! pretend to be a complete guide to the 
“subject. Those areas that it does cover are of prime 
. importance and until now have been largely neg- 
Jected. They are: how computer abusers work, how 
they can ђе detected and how they can be exposed. 
The book ‘does not deal with the subject close to 
most auditors’ hearts: how to prevent computer 
crime: .. 

The first. two chapters look at what computer 
‘abuse is айа the available statistics on the subject, 
how abüsers operate and what special problems are 
created for the investigator. The following two 
chapters concentrate on the detection and investi- 
gation. of computer abuse, giving a step by step 
guide {оѓ a would be computerised ‘Dick Tracy’. 
Chapters 5 and 6 focus on the information sources 
available to investigators to assist them in their 
work and on the complex rules of evidence relating 
to computer crime, which are far from clear, even 
to lawyers. In chapter 7 the discussion of the law 
relating to computer crime is broadened and given 
' an international perspective. Chapters 8 and 9 deal 
with ‘the problem of who should investigate com- 
puter crime, looking at the variety of talents used 
in.a team approach and what agencies to draw into 
an investigation. . 

“There: ‚сап be no doubt that this book is a 

valuable’ and at the moment unique contribution to 

the literature. Its approach is essentially practical 

and therefore its appeal will be largely to consult- 

ants working in this area, security officers in gov- 

| ernment ‘and large corporations (for whom it 

' ought to bé compulsory reading) and police officers 
ү 
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and others conducting investigations. However, | 
having studied this text the reader should heed. the^ 
author's у paring in the introduction: 


Too often investigators ‘brim di 50. much | Hg 
self confidence that they feel that they can. ^ 
handle complex computer abuse investi- 2-7 
gations without any outside help. They аге ^: 
courting disaster. They тау have misunder- `` 





stood a technical but fundamental point ог” а. 


not have known the nuances of a certain. ° 
machine in the first place. Whilst they. will 
undoubtedly learn by their mistake, they.may 
also lose the case.... Nor should : 
thought that this manual will allow an inves-. | .- 
tigator to make good his limitations. Con- 
cepts here have been simplified, assumptions. ` 
made and areas glossed over in an effort to: 
produce a work that is both eclectic and 
utilitarian. An investigator must treat it as a 
guide rather than a set of instructions 


There are several useful appendices, including a 
glossary of terms, a list of computer security: 
periodicals, a listing of all the UK regional law 
enforcement agencies relating to this type of crime 
as well as overseas agencies in the area, and lastly 


a list of relevant professional bodies. The author's - . 


treatment is very much utilitarian but demon- - 
strates a thorough knowledge and sound research 
into the avzilable literature. The style should pre- 
sent few problems for the non-technical reader. My 
only reservation is the price. 


University of Exeter Barry Spaul 
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Foreign Currency Accounting Regulation in 
Australia: Responses of the Resources Sector 


Pieter Bruinstroop and Jayne M Godfrey* 


Abstract— This paper investigates the Australian resource sector’s responses to the introduction of an Australian 
Standard on Foreign Currency Translation (AAS 20). The study tests whether the timing of resource firms' adoption 
of AAS 20 requirements corresponds with the timing of changes in their exchange rate risk exposure through foreign 
currency long-term debt contracts. The evidence indicates that the introduction of new contracts or the renegotiation . 
or refinancing of existing ones are necessary to explain: (i) why the firms adopted AAS 20 requirements; and (ii) ^ 
the timing of the firms' voluntary adoption of the requirements. Changes in the terms or amounts of the contracts 
were necessary before firms adopted the standard's prescription to defer and amortise unrealised exchange gains and: 
losses on the debt. The contractual changes themselves frequently coincided with changes in the nature of firms' 


exchange rate risk exposures from operations. 


Introduction 


This paper investigates Australian resource firms' 
responses to the introduction of Australian State- 
ment of Accounting Standards AAS 20 ‘Foreign 
Currency Translation’ (1985) (hereafter AAS 20). 
The framework employed views the firm as a set of 
contracts between claimants to the firms’ cash 
flows (Ball, 1987; Williamson, 1964) and tests 
whether the timing of firms’ adoption of AAS 20 
requirements corresponds with the timing of 
changes in the nature of the firms’ exchange rate 
risk exposure as it was refiected in their foreign 
currency long-term debt contracts. 

The study makes two contributions to the 
financial accounting literature. The first is to inves- 
tigate accounting policy decisions in a contentious 
area of financial accounting which has received 
little research attention.! Numerous studies exam- 
ine issues relating to the translation of the accounts 
of foreign operations,? but few published studies 
deal with accounting for foreign currency long- 
term debt, and none investigates the impact on 
accounting policies of changes in foreign currency 





*The authors are, respectively, from Aluminium Smelters of 
Victoria Pty Ltd and the Department of Accounting and 
Finance, University of Melbourne. They gratefully acknowl- 
edge the comments of Neil Fargher, Greg Whittred, Ian 
Zimmer, participants at the Accounting Association of Aus- 
tralia and New Zealand 1990 Annual Conference (Perth) and 
an anonymous referee. 

п Australia, the number of submissions received in relation 
to the foreign currency standard is second only to the number 
received in relation to the standard on goodwill. The main issue 
of concern in the submissions was the accounting for foreign 
currency long-term monetary items. 

Examples include Ayres, 1986; Kelly, 1982, 1983, 1985; 
Ziebart & Kim, 1987; Salatka, 1989; Taylor, Tress and Johnson, 
1990. 


long-term debt contracts. The second contribution 
is to support the existing body of literature on 
costly contracting. The study tests for a relation- 
ship between firms' financing and accounting pol- 
icies in a contract-specific context. It does this by 
investigating the temporal association between 
changes in foreign currency long-term debt 
amounts and/or contractual terms, and changes in 
relevant accounting policies. It also examines 
whether the financing changes coincided with 
changes in the nature of firms' exchange rate risk 
exposure caused by changes in the firms’ pro- 
duction cycles (i.e. changes from pre-production 
to production status). 

The financing-accounting relationship is tested 
in the context of debt contracting! by companies 
in the mining and oil industries (resource compa- 
nies) between October 1985 and December 1987. 
Resource companies’ accounting policies are the 
focus of this study because most of their long-term 
debt was denominated in foreign currency in the 
study period and, until recently, these commit- 
ments accounted for most of Australia's private 
sector foreign currency debt (Australian Bureau of 
Statistics, 1984, 1985, 1986). Further, mining com- 
panies lobbied strongly to influence the develop- 
ment of foreign currency accounting standards. 
For the test period, compliance with AAS 20 
was not mandatory (see next section) Hence, 
observing patterns of responses to AAS 20 pro- 
vides evidence of whether and when managers saw 
adoption of the standard as being cost effective. 





3Examination of the accounts of 100 companies with foreign 
currency long-term monetary items in 1985 reveals that con- 
tracting with respect to foreign currency monetary assets is 
infrequent. Less than 10% of the companies had either current 
or non-current foreign currency monetary assets. 
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` Figure 1 
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Risk-Sharing and Foreign Currency Long-Term Monetary Items Accounting Policies 


Management Compensation Contracts 





Contracting Shareholders 
parties 
Contracting Underinvestment 
parties 
Contracting 
solution risk on financing 
Accounting 
policy 
IR if no hedge 
via LTMIs 
Note: 


DUS - Deferral until settlement. 
IR = Immediate recognition. 

DA = Deferral with amortisation. 
LTMI = Long-term monetary item. 


DUS if LTMIs hedge 
future domestic 
production which 
will earn foreign 
currency revenues 


Management 
Remuneration subject to 
exchange rate risk 


Exchange rate risk on investment hedged by exchange rate 


Accounting hedges to reflect exchange rate risk hedges 


DA if LTMIs hedge 
domestic production 
which earns foreign 
currency revenues 
now and in the 
future 





Background 


This section describes the authority of Australian 
accounting standards. It then outlines the three 
main methods of accounting for exchange rate 
induced changes in the domestic currency 
equivalent of foreign currency long-term debt. 
During the October 1985—December 1987 test 
period, compliance with the AAS series of pro- 
fessional Australian accounting standards was 
voluntary, as evidenced by the significant non- 
compliance with some standards (Heazlewood, 
1982). In contrast, standards produced by the 
Accounting Standards Review Board (ASRB) or 
professional standards endorsed by the ASRB 
received legal backing through the National Com- 
panies and Securities Commission (Companies Act 

1981, [Cth], s. 269, 8A). While the non-compliance 
with AAS standards potentially carried pro- 
fessional sanctions only, non-compliance with 
ASRB standards could involve monetary penalties 
or imprisonment (s. 276, 1). In the test period, 
companies’ foreign currency long-term debt 
accounting was unconstrained by ASRB standards 
although it was ‘governed’ by AAS 20. 

. Exposure drafts promulgated in 1973, 1979 and 
1983 preceded AAS 20. In each case, the treatment 
of long-term monetary items was the most contro- 
versial issue. Unrealised foreign exchange gains or 
losses (differences) arise in relation to foreign 
currency denominated monetary assets and liabili- 
ties when the Australian dollar amounts required 
to settle the items at balance date differ from the 


amounts which would be required if the exchange 
rate had not changed. The three most frequently 
adopted methods of accounting for unrealised 
differences were deferral until settlement, immedi- 
ate recognition and deferral and amortisation. All 
three methods report foreign currency long-term 
debt at the current exchange rate, but they differ in 
their treatments of unrealised differences. Deferral. 
until settlement defers the differences to the bal- 
ance sheet. The gains and losses do not affect 
reported earnings until settlement of the monetary 
item. Upon settlement, the entire net gain or loss 
is given earnings recognition and the deferred 
balance sheet item is extinguished. Immediate rec- 
ognition recognises all differences due to exchange 
rate changes in the earnings of the period when the 
exchange rate moves.’ Deferral and amortisation 
defers unrealised differences to a balance sheet 
account. The balance of this account is systemati- 
cally amortised to earnings over the lives of the 
foreign currency items to which it relates.? Deferral 
and amortisation was the only method permitted 
by AAS 20 where the term.of the debt was 
determinate. | 


*This method is required by US, UK and current Australian 
accounting standards (Eddey, 1987, p. 117). It is also permit- 
ted by International Accounting Standard No. 21 ‘Account- 
ing for the Effects of Changes in Foreign Exchange Rates’ 
(International Accounting Standards Committee, 1982). | 

‘Systematic’ is not defined in any foreign currency account- 
ing standard and can vary between companies, e.g. straight-line 
amortisation or annuity based amortisation. 
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Figure 2 
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Risk-Sharing and Foreign Currency Long-Term Monetary Items Accounting Policies 


Debt Contracts 


Contracting Debtholders 


parties 


(a) Bankruptcy 
(b) Asset substitution 


Contracting 
problem 


Contracting 
solution 


Accounting 
risk hedges 


IR if no hedge 
via LTMIs 


policy 


Note: 

DUS = Deferral until settlement. 
IR = Immediate recognition. 

DA = Deferral with amortisation. 
LTMI = Long-term monetary item. 


Economic framework 


There are at least two reasons for a firm to 
undertake foreign currency long-term debt. The 
first is speculative: firms attempt to benefit from a 
difference between the domestic and foreign costs 
of debt despite interest rate parity theory predic- 
tions that exchange rate changes cancel interest 
rate differentials. The second reason is to hedge 
exchange rate exposure from foreign currency 
denominated or foreign currency earning assets 
(a natural hedge). If the long-term debt and its 
servicing outflows are in the same currency as the 
inflows generated by an asset, then exchange rate 
changes cause the outflows to change in the same 
direction (increase or decrease) and to the same 
relative extent as the expected inflows. 

Most minerals and their secondary products 
(such as steel) are sold at world prices set 
in currencies other than the Australian dollar. 
Exchange rate movements therefore affect the 
economic values of revenues and the assets used to 
earn them. Further, exchange rate differences can 
materially influence the levels of profits reported in 
Australian currency and affect contract payoffs 
tied to reported earnings. Accordingly, in a risk- 
sharing contractual relationship, management’s 
returns would be at least partially tied to the 
management of exchange rate risk and the way 
that is reflected in accounting numbers. Figures 1 
and 2 schematise how foreign currency account- 
ing policies can facilitate the resolution of con- 
tracting problems which arise because of thé 


DUS in LTMIs hedge 
future domestic 
production which 

will earn foreign 
currency revenues 





Management on behalf 
of shareholders 


Monitoring costs passed 
on through interest rates 


Exchange rate risk on investment hedged by 
exchange rate risk on financing 


Accounting hedges to reflect economic exchange rate 


DA if LTMIs hedge 
domestic production 
which earns foreign 
currency revenues 
now and in the 
future 


nature of resource firms’ exposures to exchange 
rate risk. 

Figure 1 depicts the role of foreign currency 
accounting practices in resolving problems related 
to management compensation contracts. Because 
positive NPV investments. exposing the firm to 
exchange rate movements also expose managers’ 
remuneration to exchange rate risk, they provide 
risk-averse managers with incentives to under- 
invest. Monitoring the under-investment is unvi- 
able since it is largely unobservable. An efficient 
solution is for management to hedge the ex- 
posure with offshore financing, thereby removing 
exchange rate risk from their remuneration pack- 
age while retaining incentives to invest in assets 
exposed to currency risk. 

Figure 2 outlines how debt contracts also 
provide managers with incentives to hedge the 
firm's exchange rate risk exposures and to report 
accounting hedges. Debtholders are averse to both 
bankruptcy costs and asset substitution. Accord- 
ingly, they price debt to reflect their expectation of 





“Ап alternative solution is for management compensation to 
contain a high proportion of rewards for risk-taking. For 
example, bonuses paid at progressive rates for reported earnings 
above a certain threshold increase managerial incentives to 
accept risky projects. With sufficient returns for risk-taking, 
managers will avoid accounting hedges. Possibly, they will even 
‘reverse hedge’. Given that the resource companies sampled in 
this study all have long term debt in the same currency as their 
earnings are denominated, the remainder of the paper focuses 
upon hedging rather than reverse hedging. 
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these events and shareholders pass on the price 
effects by suppressing rewards paid to the respon- 
sible managers. Risk increases with exchange rate 
exposure. In turn, the exposure affects accounting 
numbers. To avoid the costs from debtholders' 
expectations of bankruptcy and asset substitution, 
managers have incentives to hedge the currency 
risk and to report accounting hedges. Unless the 
immediate payoffs to inaccurate reporting exceed 
the longer term debt pricing, renegotiation cost 
or reputation repercussions of management's 
opportunistic behaviour, managers have incen- 
tives to maintain credibility with debtholders by 
accurately reporting exchange rate movement 
effects on firm value. This incentive diminishes 
with increases in the proximity of bankruptcy. 

Following from the above arguments and 
given future income streams denominated in a 
foreign currency, Australian resource firms could 
be expected to borrow in that currency to hedge 
their exchange rate and price risks.’ Indeed, 
between 1982 and 1987, all resource companies 
identified by Bruinstroop (1988) as having foreign 
currency long-term debt in 1987 (n —40) bor- 
rowed in the currency in which their income 
stream was denominated.’ 

Assume that a mining firm had a natural hedge 
and that the Australian currency depreciated 
against the currencies in which the firm borrows. 
The exchange rate induced increase in the foreign 
currency liability would be recorded in the balance 
sheet as an increase in the liability. However, 
historical cost accounting typically would not 
recognise the exchange rate induced increase in 
the value of the corresponding non-monetary 
foreign currency earning asset. Even if the increase 
was recognised, it would not be given earnings 
recognition according to standardised Australian 
accounting procedures for asset revaluations (AAS 
10, para. 25(a)). A foreign currency accounting 
method which mismatched reported revenues and 
expenses is likely to have misrepresented earnings 





"This is possible if bankruptcy is imminent and the wealth 
transfers from debt-holders because of inaccurate reporting 
justify accepting the risk that opportunistic reporting will be 
detected. However, to the extent that debtholders are informed 
of the firm’s financial circumstances, they are likely to demand 
risk-adjusted recompense for the additional risk associated with 
their financing and to lend for short periods only. 

*Telephone interviews with the chief financial executive of 
more than 30 exporting companies indicates that this is what 
firms typically do. 

e firms were selected using the same criteria as those listed 
in the sub-section on ‘Data’ below. For most companies, 
long-term debt was undertaken in US dollars. However, where 
the income stream was denominated in Australian currency 
(mineral sands, coal for consumption by electricity authorities, 
and equity investments) the long-term debt was in Australian 
currency. Also, in one case in which the income stream was in 
a basket of currencies so that the various importers paid in their 
own currency, the long-term debt was in the same basket of 
currencies. 
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volatility and hence increased the costs associated 
with writing compensation and/or debt contracts 
defined over accounting numbers (e.g. higher 
volatility implies a higher probability of technical 
default). 

Deferral until settlement and deferral and 
amortisation are consistent with different stages 
of a resource firm's asset life-cycles. Deferral 
until settlement matches reported revenue and 
expense exchange. rate effects for firms whose 
assets have not yet commenced earning foreign 
currency denominated returns. At that stage. the 
firm's reported asset values are not increased 
or decreased Cue to exchange rate movements. 
Similarly, deferral until settlement recognises no 
exchange rate movement effects on long-term debt 
in earnings prior to settlement. Once the assets 
commence earning foreign currency, exchange rate 
movements immediately affect their value but the 
effects are ошу recognised in the accounts pro- 
gressively, as sales revenues are reported. Deferral 
and amortisation similarly recognises exchange 
rate movement effects progressively. Immediate 
recognition does not match the volatility of 
reported revenues and expenses if foreign cur- 
rencv debt is used to hedge. Because they do match 
revenues and expenses, the deferral methods are 
efficient within the contracts of firms using foreign 
currency long-term debt to hedge their exchange 
rate risk exposure from foreign currency earning 
assets. 


Hypothesis development 


AAS 20 required firms to use deferral and amorti- 
sation. The discussion in the previous section 
suggests that this policy was often efficient within 
resource company contracting because it avoided 
unnecessary contracting costs. It did this by 
providing the most accurate representation of the 
economic hedging effects of financing decisions for 
purposes of management appraisal within resource 
companies whose foreign currency earning assets 
are operational. The AAS 20 requirements were 
also more efficient than immediate recognition 
for firms with assets which were not yet earning 
foreign currency revenues (e.g. because they were 
under construction) although it was not as efficient 
as deferral until settlement. The study tests the 
accuracy of these observations by investigating the 
pattern of accounting policy changes associated 
with AAS 20. 

Resource companies can be classified into two 
groups according to whether they had foreign 
currency at the beginning of the test period 
(October, 1985). Both groups can be sub-classified 
according to whether they borrowed foreign 
currency or renegotiated or refinanced existing 
foreign currency long-term debt contracts during 
the test period. It is proposed that, with the 
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introduction of AAS 20 (i.e. the requirement to 
defer and amortise): 


1. Companies which did not introduce new foreign 
currency long-term debt contracts or refinance 
or renegotiate existing foreign currency long- 
term debt contracts during the test period did 
not change their relevant accounting policy 
because it was still-efficient: 


(a) firms which used deferral and amortisation 
at the start of the period continued to do so 
because it was still efficient relative to their 
existing contracts and because there were 
benefits to compliance; and 

firms which used a method other than defer- 
ral and amortisation at the start of the 
period continued to do so as the cost of 
switching the accounting policy exceeded 
the cost of not complying with the AAS 
standard. 


(b) 


2. Companies which borrowed foreign currency 
long-term debt or renegotiated existing foreign 
currency long-term debt contracts during the 
test period adopted AAS 20 requirements to 
defer and amortise when it was most efficient to 
do so: 


(a) firms which used deferral with amortisation 
at the start of the period continued to do so; 

(b) firms which used a method other than defer- 

ral and amortisation at the start of the 

period changed to deferral and amortis- 
ation when they first needed to account for 
the debt under the new or revised contract. 

They changed because: (1) the entry into the 

new commitment coincided with foreign 

currency earning non-current assets becom- 
ing operational, and/or (ii) non-compliance 
with the standard was costly; 

(c) firms which incurred foreign currency long- 
term debt for the first time during the test 
period used deferral and amortisation for 
reasons cited in 2(b) above. 


The preceding discussion classifies the population 
of resource companies into mutually exclusive 
groups according to their foreign currency long- 
term debt and accounting positions in October, 
1985. Propositions concerning the behaviour of 
each of these groups develop from the theoretical 
framework outlined in the previous section. Prop- 
ositions 1(a) and 2(a) are devoid of discriminatory 





V Compliance with accounting standards can reduce contract- 
ing costs by: (1) reducing the search time and cost for a feasible 
Set of accounting policies; (ii) narrowing the area of potential 
bargaining and disagreement by parties (Ball, 1987); (iii) 
providing greater opportunities for auditors to amortise their 
investment in updating accounting and auditing technologies, 
thereby lessening the cost to each auditee (Anderson and 
Stokes, 1988). 
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power. The contribution this study makes is to 
develop the remaining propositions. Specifically, 
propositions 2(b) (ii) and 2(c) predict that AAS 20 
had an impact per se; propositions 1(b) and 2(b) (i) 
predict when the accounting standard was adopted. 


Impact of AAS 20 and changes in financing 
arrangements 


Following the argument in the previous section, 
resource companies would adopt AAS 20's deferral 
with armortisation requirements for the following 
reasons in combination: 


(a) deferral and amortisation was efficient at 
the current stages in the firms’ production 
cycles. Even if the method was sub-optimal 
for firms' current production stages, it 
would be efficient overall given the advan- 
tages of compliance and the fact that (1) the 
method would be efficient at a later stage of 
the firm's operations; and/or (ii) the method 
was more efficient than immediate recog- 
nition; and 

compliance with standards reduces con- 
tracting costs. 


(b) 


Of the 40 resource companies which could be 
identified as having foreign currency long-term 
debt in the test period (see next section), eight 
undertook foreign currency long-term debt for 
the first time during the test period. All of 
these companies accounted for their new debt 
using deferral and amortisation. The probability of 
all eight choosing the same accounting policy (if 
the choice were random and equal probabilities 
were allocated to the decisions to adopt or not 
adopt AAS 20 requirements) is p « 0.004. This 
indicates that the existence of the new account- 
ing standard and accounting policy choice are 
related for firms entering into their first foreign 
currency long-term debt commitment during the 
test period. 

A stronger indication of the impact of AAS 20 
on accounting policy choice can be seen in Table 
1. Table 1 compares the pre-AAS 20 distribution 
of accounting policy choices with the distribution 
of policy choices for companies incurring foreign 
currency long-term debt for the first time after 
October, 1985. Companies making foreign cur- 
rency accounting policy choices for the first time 
were clearly affected by the introduction of AAS 20 
(Fisher test p « 0.007, one-tail). Ideally, the impact 
of AAS 20 would be examined by comparing the 
distributions of accounting policy choices made 
when companies first incurred foreign currency 
long-term debt. However, the costs of searching for 
the accounting policy used when every resource 





ПА listing of firms and details of their foreign currency 
commitments is available from the authors on request. 
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Table 1 
Resource Companies’ Foreign Currency Long-Term Debt Accounting Policy Choices: (2) Pre-AAS 20, and 
(b) When foreign currency long-term debt was first incurred 31/10/1985—31/12/1987 


Deferral and amortisation 
Other 


Acounting policy 


C 


company made its first foreign currency long-term 
debt commitment are high. For example, the event 
occurred in the 1880s for BHP and other Broken 
Hill based companies. Many companies’ records 
do not permit this data to be extracted. 

It was previously argued that firms were more 
likely to change accounting policies when they 
changed their contractual arrangements than when 
their contractual arrangements remained static. 
The converse, that firms whose contracts did not 
change did not change their accounting policy, 
follows if: 








(a) the unconstrained accounting policy was 
efficient, and 

(b) the cost of re-negotiating contracts to com- 
ply with the new standard exceeded the 
costs of non-compliance with the standard. 


Non-compliance costs were likely to be especially 
low for firms which did not alter their existing 
economic and contractual arrangements since con- 
tracting parties were more familiar with the current 
policies than with the standard. 

Hi: Resource companies which borrowed foreign 
currency long-term debt or which refinanced 
or renegotiated their existing foreign currency 
long-term debt contracts following AAS 20's 
introduction switched to using deferral and 
amortisation more than resource companies 
whose foreign currency long-term debt com- 
mitments remained unaltered. 


Earlier discussion developed the central prop- 
osition that a change in accounting policy is associ- 
ated with a change in the firm’s contractual 
arrangements. Widespread changes in accounting 
policy to adopt a new standard could have been 
due to the standard’s existence but, if changes in 
accounting policy were temporally associated with 
changes in financing contracts, then this supports 





"The commitment refers to facilities, not to the actual 
debt amounts (which may change with. either scheduled or 
unscheduled drawdowns and repayments).. 
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Time of accounting policy choice 





Foreign First foreign 
long-term debt long-term debt 
incurred incurred 
prior to AAS 20 post-AAS 20 
16 8 
16 0 


р < 0.007 





the proposition developed in the paper. The two 
potential causes of accounting policy changes (con- 
tractual efficiency and strict adherence to account- 
ing standards) cannot be distinguished if new 
foreign currency long-term debt financing is under- 
taken in the same accounting period as when 
the new standard must first be applied. By ex- 
amining accounting policy changes in both the 
year that AAS 20 was introduced and in other 
accounting periods, Hypothesis 2. distinguishes 
between contractual efficiency and strict adherence 
to accounting standards. 


H2: Resource companies adopted AAS 20 re- 
quirements to use deferral and amortisation 
at the time they entered into a major foreign 
currency long-term debt commitment more 
than at any other time surrounding AAS 20 
introduction. 


Alternative Explanations of Accounting Policy 


It is possible that managers changed accounting 
policies in an attempt opportunistically to redis- 
tribute wealth between the various claimholders. 
To transfer wealth via foreign currency accounting 
policy switches, managers needed either (i) to 
change accounting policies often to benefit from 
exchange rate fluctuations, or (ii) to predict accu- 
rately exchange rate movements. The former possi- 
bility is not observed empirically. No company 
made more than a single change in accounting 
policy during the test period. The latter is unlikely 
given that the rate of exchange between Australian 
and major currencies has been volatile (Reserve 
Bank of Australia, 1987). 

Table 2 shows that most accounting policy 
changes were from deferral until settlement to 
deferral with amortisation. These switches | 
occurred during a period when the value of the 
Australian dollar fell relative to the currencies of 


Australia’s major trading partners (Australian _ 
the. '.. 


Mining Industry Council, 1986). Hence, 
accounting policy changes negatively affected 
earnings and net assets. Most commodity prices | 
fell during the test period (ibid). Therefore, the 
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accounting policy switch pattern was not necess- 
arily income-smoothing for resource companies 
‘either, since losses were recorded on foreign 
debt and sales were depressed. Thus, ex post 
opportunistic wealth transfer incentives are un- 
likely to have been important in explaining 
firms’ accounting policy changes. 

This paper does not investigate political cost 
incentives for the policy decisions. The resources 
sector has a high public profile and it is poss- 
ible that all firms in the sector were subject 
to political scrutiny. Consistent with this was 
the sector's widespread use of deferral methods 
which generally minimised reported exchange rate 
movement effects on earnings even though the 
policies were not always income decreasing. 1f all 
resource firms were subject to political costs, cross- 
sectional differences in the sector’s accounting 
policies are attributable to other factors. 

This paper argues that resource firms’ foreign 
currency accounting policies neutralised exchange 
rate impacts on reported earnings. It predicts that 
the policies were neutral in their effects within a 
portfolio including other accounting policies. If 
they were not neutral, the effects would be as 
‘unpredictable as exchange rate movements. As 
such, and given that accounting switches can be 
costly, the foreign currency accounting policy is 
unlikely to be part of an overall income strategy 
(see Zmijewski and Hagerman, 1981). 


Method and results 


This section describes the data used to test H1 and 
H2. It also reports and analyses the results of those 
tests. ~ 


Data 


All 543 resource companies operating in Aus- 
tralia and which produced an annual report during 
1986 were identified using Jobson's Mining Year- 
book (Jobson's) for 1987. Jobson's lists both public 
" and large private companies, and listed and unlisted 
companies. Annual reports for those 124 compa- 
nies included in the Australian Graduate School of 
Management's Annual Report File were examined. 
To increase the sample size, the Queensland De- 
partment of Mines' annual report collection was 
also examined for resource companies listed in 
Jobson's (n — 70). Statements of accounting pol- 
icies revealed that only 40 of the remaining 194 
resource companies had foreign currency long- 
term debt during the test period. These 40 compa- 
nies are probably the population of Australian 
resource companies with foreign currency long- 
term debt in issue during the study period. 

Statements of accounting policies reported firms' 
foreign currency long-term debt policies for all 
reports in the test period. The Chairman's address 
and other technical reports, as necessary, were used 
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to identify reasons for undertaking the commit- 
ments. For all firms, the foreign currency long- 
term debt was in the same currency as the income 
stream. This indicates that the loans were for 
hedging purposes rather than for speculation. Fre- 
quently, the accounts of the firms using deferral 
methods referred to the use of foreign long-term 
debt for hedging purposes. However, when compa- 
nies used immediate recognition, their accounts 
made no reference to exchange rate risk hedging. 
Companies are classified as: 


(i) ‘Deferral and amortisation initially’ if they 
used deferral and amortisation in their last 
financial statement with a balance date be- 
fore 31 October, 1985; 

(ii) ‘Early adopters’ if they adopted AAS 20 in 
their first financial statement with a balance 
date on or after 31 October, 1985, but 
before 31 October, 1986; 

(iii) “Late adopters’ if they adopted AAS 20 in 
a financial statement with a balance date 
later than 30 October, 1986; 

(iv) ‘Non-adopters’ if they continued to use a 
policy other than deferral and amortisation 
at the end of the test period; or 

(v) ‘Immediate adopters’ if the firm adopted 
deferral and amortisation when it entered 
into its first foreign currency long-term debt 
commitment, and that commitment was 
incurred after 31 October, 1985. 


Table 2 shows that: 


(1) 12 companies switched to AAS 20 require- 
ments. | 

(2) 8 companies used deferral with amortisa- 
tion when entering into their first foreign- 
currency long-term debt after AAS 20 
promulgation. 

(3) 16 companies used deferral and amortisa- 
tion before AAS 20 was introduced. 


Of the tables, Table 2:provides the evidence most 
significant to the hypotheses. Prior to AAS 20, 16 
firms used deferral and amortisation; 11 used 
deferral until settlement; and 5 used immediate 
recognition. Subsequent to AAS 20, 36 firms used 
deferral and amortisation; 3 used deferral until 
settlement; and | used immediate recognition. With- 
out exception, companies which used deferral and 
amortisation prior to AAS 20 promulgation contin- 
ued to use the method subsequently (16 firms). All 


. companies which had foreign currency long-term 


debt at the start of the period, but did not account 
for it using deferral and amortisation, either: 


(1) Issued new foreign currency long-term debt 
or refinanced or renegotiated existing 
foreign currency long-term debt contracts 
and changed their accounting policy to 
deferral and amortisation (12. firms). 
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Table 2 
Resource Companies’ Foreign Currency Accounting Methods Before and After Entry Into New 
Foreign Currency Long-Term Debt Contracts (31/10/1985-31/12/1987) 


Initial policy 
(pre-AAS 20 (1985) · 


No. of firms 6 10 


New foreign currency 
long-term debt 
End policy 


Yes 


* = Accounting policies changed subsequent to changes in foreign currency long-term debt 


commitments. 

D&A = Deferral and amortisation. 
DUS = Deferral until settlement. 
IMM = Immediate recognition. 


D&A D&A DUS 


DUS IMM IMM None 
8 3 4 1 8 
Мо Yes No Yes No Yes 
D&A D&A D&A* DUS D&A* IMM D&A 
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Table 3 
Post-AAS 20 (1985) Distribution of Foreign Currency Long-Term Debt Commitment 
Changes and Accounting Policy Switches to Deferral and Amortisation (Sample: Resource 
companies with foreign currency long-term debt commitments at 31/10/1985 and which did 
not use deferral and amortisation at 31/10/1985) 


Switch to deferral 
with amortisation 
No change 


Accounting 
policy 








(2) Did not enter into new foreign currency 
long-term debt comimitments or refinance 
or renegotiate their existing foreign cur- 
rency long-term debt contractual arrange- 
ments and accordingly did not change their 
accounting policy (4 firms). 


Thus there were no changes in accounting 
for foreign currency long-term debt unless the 
firms altered their foreign currency long-term 
contractual arrangements. 


Tests and Results 


Hypothesis 1 proposes that resource companies 
which altered their foreign currency long-term debt 
commitments were more likely to switch to AAS 20 
than firms which did not change their foreign 
currency commitments. For immaterial changes to 
their commitments, it is unlikely that firms would 
switch accounting policies. The previous policy 
would still be efficient relative to any continuing 
contractual arrangements. In support of this obser- 
vation, comparing levels of new foreign currency 
debt with either the firms' previous total debt 
or equity reveals that the new commitment for 
each company which changed accounting policies 


Foreign currency long-term debt 
commitment 


Change No change 
12 0 
0 4 
p «90.001 


exceeded 30% of the firm's previous total debt.” 
Table 2 shows that the four companies which did 
not use deferral and amortisation initially and did 
not change their long-term foreign currency com- 
mitments during the test period continued to 
account for them using methods other than defer- 
ral and amortisation. All 12 companies with exist- 
ing foreign currency long-term debt and which 
changed their commitments also altered their 
foreign currency debt accounting policy. Table 3 
gives the relative distributions for companies not 
using deferral and amortisation prior to AAS 20. 
Using the Fisher exact probability test, p « 0.001 
that the distribution in Table 3 would result if there 
were no association between changes in account- 
ing policy and foreign currency long-term debt 
commitments following the promulgation of AAS 
20. Hence it is concluded that entry into new 
foreign currency long-term debt commitments 
and switches to AAS 20 were associated, as 
hypothesised. 





5A table indicating the significance of each company’s new 
foreign currency commitment is available from the authors 
upon request. 
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Table 4 





Deferral and 


amortisation adoption Other 


Hypothesis 2 predicts that resource companies 
adopted AAS 20 when a new foreign currency 
long-term debt commitment was entered into more 
than at any other time. The timings of (i) post- 
AAS 20 switches to deferral and amortisation, and 
Gi) entry into foreign currency long-term debt 
commitments are shown in Table 4. 

In 10 of the 12 cases where firms changed 
accounting policies to adopt AAS 20, the company 
undertook a significant foreign currency long- 
term debt commitment in the same year that the 
accounting policy changed. ‘Refinancing’ consti- 
tutes a change in debt commitments. It often 
occurs at a particular stage of a project’s life cycle: 
when the exploration and development phases 
finish and operations commence. Accordingly, the 
refinancing was significant in terms of (i) the 


: Table 5 


Post-AAS 20 (1985) Distribution of Timings: Deferral and Amortisation Adoption and 
Entry Into New Foreign Currency Long-Term Debt Commitments (Sample: resource 
companies which switched to deferral and amortisation, 31/10/1985–31/12/1987) 


31/10/85-31/10/86 
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Entry into new foreign currency 
long-term debt commitment 







31/10/85-30/10/86 Other 
6 2 
0 4 

p «0.031 





stage of the project's life cycle, and (ii) the 
opportunity for the lender and the firm to 
renegotiate the terms of the original debt con- 
tract. In both of the other cases, the foreign 
currency long-term debt was entered into on. the 
last day of the accounting period prior to adop- 
tion of the deferral and amortisation policy. 
These two firms therefore had no exchange rate 
gains or losses to report in relation to the new 
debt commitments. For five of the eight early 
adopters, the new debt commitments financed 
non-current assets in their operating phases; 
for two it did not. There is insufficient avail- 
able information about the other borrowing to 
determine whether it related to exploration, devel- 
opment or operating phases. All four later 
adopters entered into new foreign currency debt 


Expected Distributions of Timing of Deferral and Amortisation Adoption 
Under Alternative Assumptions (Sample: Resource companies which switched 
to deferral and amortisation, 31/10/1985-31/12/1987) 


1. Standard setters’ view: standard adopted at first opportunity 


Deferral with 
amortisation adoption 


1985 


, Other 


Entry into new foreign currency 
long-term debt commitment 

Other 
4 


1985 
8 
0 0 


2. Timing motivated by entry into new foreign currency long-term debt 


Deferral with 
amortisation adoption 


3. Random association 


Deferral with 
amortisation adoption 





Entry into new foreign currency 
long-term debt commitment 
1985 Other 
8 0 
0 4 


Entry into new foreign currency 
long-term debt commitment 
1985 Other 
4 2 
4 2 
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commitments to finance non-current operating 
assets. Thus, reporting behaviour by switching 
firms generally complied with the hypothesised 
production-financing-accounting relationship. 

Table 5 indicates the expected distributions 
of the timing of AAS 20 adoption under three 
competing assumptions: 


(i) the requirements of new accounting 
standards were implemented immediately 
following the standard’s promulgation (the 
standard setters’ view); 

companies adopted AAS 20 requirements 
when they entered into foreign currency 
long-term debt commitments (Hypothesis 
2); 

(iii) the timing of AAS 20 adoption was 

random. | 


(ii) 


These expected distributions can be compared with 
the distribution in Table 4. Chi-square tests of the 
significance of the association between actual and 
expected distributions in Tables 4 and 5 are unre- 
liable because each distribution has expected cell 
frequencies of less than 6. Examination of the 
expected and actual distributions tabled shows that 
the hypothesised distribution is a closer match to 
the actual distribution than to distributions appro- 
priate to either random association or the ‘stan- 
dard setters’ view’. Note that if the two firms which 
entered into new foreign currency commitments on 
the last day of the accounting period prior to AAS 
20 adoption are removed, the actual and predicted 
distributing are identical. Table 5 demonstrates 
that there are sufficient dissimilarities between the 
distributions for results of chi-square tests on the 
distribution in Table 4 to be attributed to changes 
in debt contract amounts or terms. The Fisher 
exact probability test shows that the year of adop- 
tion of the new accounting standard and the 
undertaking of the new foreign currency long-term 
debt commitment were associated (p < 0.031). The 
null hypothesis, that changes in accounting policy 
and in firms’ economic contracts were temporally 
unassociated, is therefore rejected. 


Summary, implications and further research 


This study investigates resource companies’ re- 
sponses to the introduction of AAS 20. The study 
is confined to resource companies because: 


(1) resource companies have significant 
exchange rate risk exposure from both 
investment and financing contracts; and 

(2) resource companies strongly opposed 
changes from the 1985 version of AAS 20. 


While the results are strong, they apply to only a 
small sample or population. The restriction of the 
study to resource firms and the small cell sizes 
limits the potential external validity of the study. 
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Nonetheless, the strength of support for the 
hypotheses developed in the paper implies that 
extension of the study to all firms affected by 
AAS 20 would be fruitful. A further extension of 
the study would involve examining associations 
between the timing of the adoption of other 
standards and changes in firms’ associated con- 
tracts, particularly for a standard that endorses 
an accounting method which is otherwise con- 
tractually acceptable. In 1987, AAS 20 was 
overturned and firms were all required to use 
immediate recognition in relation to their account- 
ing for foreign currency. Future research could 
examine whether firms purchased hedge instru- 
ments to offset the consequential increased 
earnings volatility. 

The results show that changes in foreign cur- 
rency accounting policies were associated with 
changes in the firm’s financing and the production 
decisions to which the accounting policy choices 
map. AAS 20 adoption was neither random nor 
immediate. The evidence indicates that the intro- 
duction of new long-term foreign currency debt 
contracts or the renegotiation or refinancing of 
existing long-term foreign currency debt contracts 
are necessary to explain (1) why the firms adopted 
AAS 20 requirements; and (ii) the timing of 
the firms’ voluntary adoption of the standard's 
requirements. Changes in the terms or amounts 
of the contracts were necessary before firms 
adopted the standard’s prescription to defer and 
amortise unrealised exchange rate gains and losses 
on the debt. The contractual changes themselves 
frequently coincided with changes in the nature 
of firms’ exchange rate risk exposures from 
operations. The study also argues that the resource 
firms’ responses to AAS 20 reduced contracting 
costs. One generalisation which can be drawn from 
the study is that non-compliance with accounting 
standards and diversity in accounting practice 
do not necessarily indicate poor or incorrect 
reporting. 
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Netting Off Assets and Liabilities 


M. G. Buchan, K. V. Peasnell and R. A. Yaansah* 


Abstract —Off-balance sheet financing schemes take a variety of forms. An important class involves offsetting 
liabilities and assets, a practice traditionally frowned upon by accountants, and for good reason. This paper argues 
that attempts to limit offsetting can, if taken too far, result in the elimination of reporting alternatives which are 
useful when viewed from efficient contracting and information perspectives. Particular reference is made to the issues 
raised by mortgage securitisation in general, and the peculiar accounting method employed by one particular 
participant in the market (HMC Group PLC), to show the group accounting dimension of the problem. The position 
adopted here is that the recognition issue essentially boils down to whether the enterprise is judged to have an 
economic interest in the net or gross cash flow prospects afforded by the asset and liability in question. 


Introduction 


Off-balance sheet financing schemes have attracted 
a great deal of attention in business, accounting 
and legal circles in recent years. Leasing apart, the 
accounting community has only just begun to 
tackle the challenge these transactions pose for 
financial reporting. In the USA, the approach of 
the Financial Accounting Standards Board 
(FASB) involved first issuing standards and techni- 
cal bulletins dealing with particular troublesome 
situations' and then dealing with the broader dis- 
closure and measurement issues through its finan- 
cial instruments and off-balance sheet financing 
project? In the UK, the Accounting Standards 
Committee (ASC) tried to devise a single account- 
ing standard (ASC, 1988, 1990) which, together 





*The authors are, respectively, lecturer in accounting, James 
Cook University of North Queensland, professor of accounting 
and director of the International Centre for Research in Ac- 
counting, Lancaster University, and associate professor of 
accounting, University of Saskatchewan. They thank The 
Leverhulme Trust for financial support and Baring Bros. for 
providing some of the data used in this study. Àn early version 
of the paper was presented at the 1990 AAANZ Annual 
Conference, Murdoch University, the 1990 ICAEW Financial 
Accounting and Auditing Research Conference, Cranfield, and 
the 1991 .BAA Annual Conference, Salford University and 
thanks are due to the participants for their comments. The 
paper has also benefited from the advice and criticisms of Daryl 
Lindsay, Michael Mumford and the two anonymous reviewers. 
Any remaining errors are the sole responsibility of the authors. 

'For example, product financing arrangements (FASB, 1981), 
in-substance defeasance (FASB, 1983a, 1984), factoring (FASB, 
1983b), securitisation (FASB, 1985) and consolidation of sub- 
sidiaries (FASB, 1987). 

"The first phase of the project concentrated on improving 
disclosure of information about financial instruments and re- 
sulted in the issuance of SFAS 105 (FASB, 1990). At the time 
of writing, work is proceeding on the kinds of recognition and 
measurement issues which are central to the off-balance sheet 
financing debate; a discussion memorandum is to be issued 
- shortly. Other parts of the project dealing with disclosure of 
market values of instruments, distinguishing between liability 
and equity instruments and the treatment of debt held as assets 
fall outside the scope of the present paper. 


with the tightened group accounting provisions of 
the 1989 Companies Act, would deal with the 
whole area in a single swoop. Whether the ASC's 
successor, the Accounting Standards Board (ASB), 


"will do the same remains to be seen. In both 


countries, the general thrust of these regulatory 
changes has been to try to force on to the balance : 
sheet many liabilities which are currently omitted. 

A notable feature of many off-balance sheet 
financing (hereinafter OBSF) schemes is the use 
made of one or more separate legal entities to raise 
finance? (Peasnell and Yaansah, 1988) Such : 
finance is normally kept off the balance sheet by 
not consolidating the fund-raising entities: con- 
cerned—usually by ensuring that the latter аге 


classified as associated undertakings and therefore ^ 


accounted for on an equity basis. Equity account- 
ing can be thought of as a form of proportional (or 
one-line) consolidation in which the associate’s 


liabilities are netted against its assets in the group © 


balance sheet (Taylor, 1987, pp. 78—82). 

The general approach adopted by the standard 
setters in both countries has been to try to make 
netting off more difficult than hitherto. For 
example, many US companies which previously 
did not consolidate finance subsidiaries on the 
ground that this would be misleading are now 
required by SFAS 94 to do so. In the UK, section 
21 of the 1989 Companies Act now requires the 
consolidation of entities in which the parent has 
both a ‘participating interest? and a ‘dominant 
influence’. If ED49 is adopted by the ASB, ‘quasi 
subsidiaries’, too, will be required to be consoli- 
dated. 

The purpose of the present paper is to examine 
arguments in the accounting literature concerning 





3Not all OBSF schemes are devised for the purpose of raising 
finance. In practice, the separate legal entities necessarily serve 
asset holding and management purposes as well. Nevertheless, 
as the label implies, it is the financial dimension of OBSF which 
has figured most prominently in public discussion of the subject. 
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the ‘legitimacy’ of netting off assets against liabili- 
ties. To sharpen the focus, we give particular 
attention to the unusual consolidation accounting 
method a British company, HMC Group PLC, has 
adopted to keep its securitised mortgage obli- 
gations off its balance sheet. We show that HMC's 
choice of^method has a rationale which merits 
serious attention and challenges the general regu- 
latory tendency to try to force OBSF transactions 
on the balance sheet. 

The remainder of the paper is structured as 
follows. The next section considers the netting 
issue from efficient contracting and information 
perspectives. This is followed by two sections, one 
examining the treatment of securitised mortgages 
and the other evaluating them in terms of conven- 
tional display and recognition criteria concerning 
netting. Conclusions appear in the final section. 


Economic rationales 


Netting liabilities off against assets generally has 
the effect of reducing reported gearing. Many 
accountants and financial commentators appear to 
` believe this is a form of ‘creative accounting’ 
devised for the purpose of misleading readers 
about the firm's capital structure (Griffiths, 1986). 
The contracting literature provides two different 
explanations for offsetting, both of which are 
based on the observation that debt and other 
contracts often include covenants based on 
accounting numbers. 

Providers of debt finance have long recognised 
that firms have incentives to act in ways which will 
enhance the shareholders' interests at their ex- 
pense. A standard restrictive covenant designed to 
restrain such wealth transfers contains the words: 
‘No additional [debenture] stock shall be issued 
unless... the aggregate nominal amount of 
stock ... will not exceed an amount equal to ... per 
cent of the net tangible assets...’ (Encyclopedia 
of Court Forms and Precedents, Form 18:58). To 
the extent that the covenants rely on generally 
accepted accounting principles (GAAP), which is 
usually the case, where such constraints are bind- 
ing firms have economic incentives to employ 
accounting methods which reduce reported debt.* 
If the form of the firm’s debt contracts is taken as 
given, such accounting method choices can reason- 
ably be assumed to be motivated by opportunism: 
the desire to transfer wealth from bondholders 





‘An alternative strategy is to try to create assets, e.g. by 
putting brands on the balance sheet (Mather and Peasnell, 
1991), or to raise more equity. 

*As is now standard in the literature, the references here 
and elsewhere in the paper to opportunistic behaviour are 
meant to be descriptive rather than judgemental. In a competi- 
tive market economy, firms are to be expected to exploit 
opportunities for gain when they occur, and might often be 
applauded for doing so. 
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(Barnea et al.. 1985; Watts and Zimmerman, 1986, 
chs. 8-9). On the other hand, since such oppor- 
tunistic behaviour is likely to come to light over 
time it makes more sense to view accounting 
method choice and debt contracting arrangements 
as being jointly determined when contracting is a 
repeated rather than a one-off activity (Watts and 
Zimmerman, 1990; Holthausen, 1990). 

Whittred (1987) shows how this second, efficient 
contracting, perspective can explain the growth in 
consolidated financial reporting in Australia. He 
found that during the years 1941—1962 prior to 
legal regulation requiring consolidation, lending 
arrangements were more likely to contain 
covenants requiring the provision of consolidated 
financial statements when there were cross guaran- 
tees between subsidiaries and parent than where 
such guarantees were absent. Mian and Smith 
(1990a) found that, prior to the issuance of SFAS 
94, both the existence (à la Whittred) and the type 
of guarantee (direct or indirect) played a part in 
explaining when American firms did or did not 
consolidate a financial subsidiary (largely because 
of the different treatment of contingent liabilities). 

Another rationale for netting liabilities against 
assets is the information perspective discussed in 
Ronen (1979), Holthausen and Leftwich (1983) 
and Schipper (1989). Managers have a compara- 
tive advantage in providing information about 
their firms, and the information perspective 
suggests that they will chcose accounting methods 
which best reveal their knowledge of their firms’ - 
condition and prospects, as long as the expected 
gains from such disclosures exceed any expected 
losses from revelation of proprietary information. 
Nonconsolidation of a subsidiary can be more 
informative than consolidation when there is a low 


` degree of operating and financial interdependence 


and intra-group transactions are minimal, because 
more disaggregated information has to be pro- 
vided and hememade consolidation is possible: 
under such circumstances (Mian and Smith, 1990a, 
1990b). 

Little guidance is available on the issue of when 
it is more informative to net liabilities off against 
assets and when it is not. Information economics 
suggests that the provision of ‘finer’ (i.e. more 
detailed) data cannot result in less informative 
signals (Feltham, 1972). This provides, in a costless 
setting at least, an analytical underpinning to the 
general prohibition of netting off when the choice 
is restricted to one-line or full consolidation. But, 
when one-line consolidation is supplemented by 
footnote disclosures of the assets and liabilities 
which have been netted, nonconsolidation can also 
improve fineness. 





5In a different context, evidence of such jointness is provided ` 
in the study by Zimmer (1986) of the incidence of capitalisation 
of interest by Australian real estate developers. 
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ED 49 (para 64) states: 'Assets and liabilities 
qualifying for recognition in the financial state- 
ments should be accounted for in isolation from 
each other. From an information perspective, 
this makes sense when the cash flows associated 
with the asset and liability in question have low 
correlation (Donegan and Sunder, 1989), for a 
reason explained very clearly by Solomons (1989, 
p. 68): 


... to show a net asset or a net liability as zero 
is not a faithful representation of the situation. 
In particular, the risks attaching to the two sides 
of the transaction are not equivalent, as can be 
seen when there is a decline in the value of a 
commodity covered by a long-term purchase 
commitment. The asset 1s at risk, the commit- 
ment is firm. 


Capital markets research provides empirical sup- 
port for this proposition. For example, Landsman 
(1986) shows that in the USA unfunded defined 
benefit pension plans are valued by the securities 
markets as corporate assets and liabilities rather 
than as a net asset or liability. Similarly, research 
and development limited partnerships are valued 
by the market as increasing both the assets and 
liabilities of R&D firms (Shevlin, 1991). In both 
these’ situations it is reasonable to infer that 
the risks attaching to the assets and liabilities in 
question are not the same.?? 

This raises the question of the most informative 
way of reporting those less commonplace situ- 
ations where the risks attaching to the liability are 
substantially the same as those attaching to the 
asset. Solomons clearly regards equality of risk as 
a necessary condition for netting. Whether he 
would regard equality of risk as a sufficient con- 
dition is unclear, but an information perspective 
suggests it should be: equality of risk requires cash 
flows of the asset and liability to be perfectly 
positively correlated. ED 49 treats the subject as a 
recognition issue. We identify a situation below 
where it might be deemed appropriate that the 
asset to be recognised is the net rather than the 
gross position. 





7In the case of pensions, the promised benefits are defined 
independently of the plan assets (the asset is at risk, the 
commitment is firm). In the case of R&D, the firm effectively 
has a call option on the partnership's assets exercisable by 
paying royalties at a rate agreed at inceptign. 

а the case of Shevlin's study, it is possible to do more than 
simply infer that the risks must be different. Shevlin's approach 
is to apply the model developed by Margrabe (1978) for the 
value of an option to exchange one risky asset for another 
(royalty payments and R&D assets, respectively). Suppose the 
risks attaching to the two were the same (i.e. identical variances 
and correlation coefficient equal to one). But if this is so, 
the cumulative normal distribution function parameters in 
the option model, N(d,) and N(d,), must both be unity, a 
proposition contradicted by the data contained in Table 2 of 
Shevlin (1991). 
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To make this discussion of netting more con- 
crete, we consider next the problems posed by the 
collateralisation or securitisation of mortgages 
(CMOs). CMOs afford interesting insights into the 
netting issues raised above when viewed from 
efficient contracting and information perspectives. 
The UK securitised mortgage market grew from 
zero in March 1987 to £6 billion in 1989, This, 
together with the fact that the participants have 
found means to keep the securitised obligations off 
their balance sheets, can explain why this type of 
transaction is singled out in ED49 (‘Application 
Note D’) for detailed consideration. 


Securitised mortgages 


The securitisation of mortgages is normally 
achieved by a set of transactions involving three or 
four parties: the originator, the issuer, the adminis- 
trator and the trustee (the administrator is usually 
also the originator). The originator is the company 
initiating the loan to the original borrower. Unlike 
banks and building societies, most UK originators 
are not deposit-taking institutions; they fund their 
mortgage lending activities via the wholesale 
money markets. This is normally done by the 
originator transferring a portfolio of mortgage 
receivables to the issuer, who then issues financial 
claims secured on the mortgages. The issuer uses 
the proceeds of the issue to purchase from the 
originator a beneficial interest in the mortgage 
portfolio. The administrator’s functions include 
collecting periodic payments due from the mort- 
gagors and other activities related to management 
of the mortgage portfolio; administering and main- 
taining insurance policies required under the secu- 
ritisation arrangement; and paying the operating 
expenses of the issuer.’ 

The issuer is almost invariably an entity which 
has been created to avoid classification under UK 
company law and accounting standards as a sub- 
sidiary. In some instances, the issuer is a wholly 
owned subsidiary of an associated company of the 
originator, and sometimes there is no ownership 
connection at all. In the latter situation, the issuer 
is usually owned by a discretionary trust managed 
by a third party (such as a bank or investment 
trustee institution). 

CMOs have two interesting economic features, 
one of which is that they increase the availability 
of finance for mortgage lending by pooling and 
repackaging individual domestic loans into stan- 
dard debt securities which are sold to the public, 
thereby making highly illiquid claims liquid 
(Amihud and Mendelson, 1988, p. 10). This aspect 
could well explain the demand for CMOs, but its 
consideration falls outside the scope of this 





?For further details of securitisation operations, albeit from a 
US perspective, see Fabozzi (1988). 
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article." In addition, as with loan sales and 
standby letters of credit in the bank lending indus- 
try (James, 1989), CMOs separate many of the 
services associated with domestic mortgage lending 
from the mortgage portfolio holding and funding 
aspects: the mortgage servicing and portfolio ac- 
tivities are conducted by different entities. This 
Separation raises a number of accounting issues. 

The first issue to be considered is the nature of 
CMO transactions. Suppose the transaction is a 
genuine sale. The originator retains the mortgage 
servicing business and earns income from this 
activity but divests itself of the portfolio holding 
and funding business to a third party. By separ- 
ating these activities, each entity may reap the 
benefits of any efficiencies or economies in the area 
in which it has a comparative advantage. The 
transaction is recorded as a sale by the originator 
and the subsequent fees earned for servicing the 
transferred portfolio are included in operating 
income. As is normal in service industries, fee 
income is earned without placing an asset or 
corresponding liability on the originator's balance 
sheet. The purchaser (issuer) records the asset and, 
after issuing the collateralised securities, also 
records the corresponding liability. The issuer's 
income comprises the difference between interest 
receivable and payable, less administration ex- 
penses paid to the originator (or other administra- 
tor) as is appropriate for a pure investment 
corporation. In these circumstances, the two 
aspects of the CMO market have been clearly 
separated and an off-balance sheet treatment by 
the originator is therefore uncontroversial, since 
the two parties are unconnected. 

Suppose the sale is to an issuer in which the 
originator (or the parent of the originator) has an 
economic interest over and beyond that provided 
by the service agreements, as is usually the case. In 
these circumstances, if the issuer is deemed to be a 
subsidiary, the mortgage assets sold to the issuer, 
together with the liabilities incurred by the issuer 
to finance the transaction, would normally find 
their way back on to the originator's balance sheet 
via the consolidation process. Opportunities to 
avoid consolidation by arrangements where the 
issuer is not a subsidiary are greatly reduced in ED 
49 because of the requirement to treat 'quasi 
subsidiaries as if they were conventional sub- 
sidiaries for group accounting purposes. This is 





V In the USA, CMOs are different from traditional mortgage 
pass-through securities, primarily because they package claims 
in ways which separate out the early repayment of cash flows 
by creating different tranches targeted at'different kinds of 
investors. A similar packaging of securities according to the 
timing of mortgage redemptions was first used in the UK by 
National Home Loans PLC in June 1989. For further analysis 
of the CMO market, see Roll (1986) and Dokko et al. (1989). 
Useful information about the legal issues surrounding the 
development of the UK market is given in Bonsall (1987). 
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clearly intended to contain the use of the (pre- 
viously near-universal) practice of using non- 
consolidation as a means of netting Сое off 
against mortgage assets. 

The question remains as to whether ED 49's 
constraint on netting off is a desirable development 
when viewed from efficient contracting and infor- 
mation perspectives. We leave aside the issue of 
whether the introduction of the quasi subsidiary 
concept is a helpful accounting development, con- 
centrating instead on the arguments for and 
against netting CMOs and mortgage assets in the 
balance sheet. An opportunity to do this is 
afforded by the peculiar method adopted by HMC 
Group PLC to keep its CMOs off its balance sheet. 
HMC had fundings of £975 million in 1989, which 
made it the second largest participant in the UK 
market. 

The securitisation procedure adopted by HMC 
is more or less the same as that employed by other 
participants in the market, with one noticeable 
difference. Instead of the CMOs being issued by an 
associated company of the originator, both the 
originator and issuers are wholly-owned sub- 
sidiaries of HMC Group PLC." For example, in 
the sixth securitisation (the fourth floating rate 
one) carried out by HMC, the originator, House- 
hold Mortgage Corporation PLC, sold a portfolio 
of fixed and floating rate mortgages to the issuer, 
HMC Mortgage Notes 4 PLC (hereinafter 
HMC4), a subsidiary formed specifically for this 
purpose. The latter paid for the portfolio with the 
proceeds of a sterling floating rate note issue 
secured by the mortgage assets. Household Mort- 
gage Corporation was appointed to administer the. 
mortgage assets on behalf of HMC4 for an annual 
fee. HMC's other securitisations follow a similar 
pattern. This part of HMC’s group structure is 
displayed in Figure 1. 

HMC's accounting policies with respect to the 
issue of CMOs are stated in the following notes 
presented with its 1989 financial statements (em- 
phasis added to original): 


1.2 BASIS OF CONSOLIDATION The group 
accounts consolidate the accounts of the com- 
pany and all its subsidiaries made up to 31 
March each year, together with the appropriate 
results and related mortgage assets and liabili- 
ties of those mortgages originated by HMC and 
funded by non-subsidiary companies. 

1.9 SECURED BORROWINGS Certain subsi- 
diary companies . . . have either issued securities 





"Approximately 77 percent of HMC’s mortgage assets are 
held in nine different subsidiaries. 

"As far as we can tell, HMC's financial statements are in 
conformity with UK GAAP, the netting issue discussed in the 
text below excepted. Interestingly, the auditors, Peat Marwick 
McLintock, provided a ‘clean’ option in 1989 which makes no 
reference to HMC’s unconventional consolidation method. 
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Figure 1 
The HMC Group Structure 
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Source: HMC Mortgage Notes 4 PLC, Prospectus: Class A Mortgage 
Backed Floating Rate Notes Due August 2021, 26 July 1989. 


in the form of debt instruments, or have entered 
into long term funding arrangements with indi- 
vidual lenders, in order to finance the purchase 
of pools of mortgages from other group compa- 
nies. These obligations are secured by a fixed 
charge over the mortgages concerned and a 
floating charge over certain of the other assets 
of the respective company. As the recourse of 
the holders of each issue of debt instruments or 
the long term lender is effectively restricted to 


mortgage and certain other assets held by the 
respective company, the loans and the equival- 
ent principal amount of related mortgage and 
certain other assets securing them have been 
excluded from the group balance -sheet—see 
note 20. 

20. LONG TERM NON-RECOURSE 
FINANCE The group's intention is to fund its 
mortgage assets by way of long term non- 
recourse finance. Mortgage assets are sold to the 
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issuing subsidiary without effective recourse to 
the originating company. It is thus appropriate 
that the liabilities and matching charged assets of 
these issuing subsidiaries be eliminated from the 
group balance sheet of HMC Group PLC. 


The assets and liabilities in question are 'excluded' 
and 'eliminated' by netting on consolidation sums 
which are of virtually equal amount (the issuers are 
effectively 100 percent geared). 

The remainder of note 20, not shown above, is 
sufficiently detailed to enable the reader to deduce 
the amounts of assets and liabilities excluded from 
HMC's group balance sheet by netting.’ The effect 
of HMC’s treatment is to reduce its reported 
gearing (debt/assets) ratio from 97 percent if the 
assets and liabilities had been separately reported 
on the balance sheet to 91 percent when they are 
excluded. In addition, by removing the mortgage 
assets from the balance sheet, HMC improved the 
return on assets from 0.15 percent to 0.55 percent. 

An interesting feature of HMC’s consolidation 
practices is that, although the mortgage assets and 


notes payable have been offset in the balance sheet, · 


the related interest receivable and payable have not 
been similarly offset in the consolidated income 
statement, as they would have been if the issuing 


entities were accounted for as associated undertak- · 


ings. This provides a more favourable impression 
of the magnitude of gross revenues compared to 
income-producing assets. Some idea of the import- 
ance of the issuing subsidiaries’ activities to HMC 
can be gleaned from notes to the accounts which 
reveal that £1.8 million of group operating profit 
originated in these entities: if this profit were not 
consolidated, the group's negative retained earn- 
ings balance increases from £254,000 to over £2 
million and the return on equity drops from 6.5 
percent to 0.55 percent. 

The reporting method adopted by HMC could, 
at first sight, be viewed as motivated purely by 
opportunistic behaviour. Reported gearing is re- 
duced by netting mortgage assets and CMOs, 
which might be an effective way of avoiding the 
costs of violating loan covenants, without reducing, 
gross revenues. Revenues provide evidence of the 
scale of managerial activity and therefore might 
play an indirect role in the determination of man- 
agement compensation. 

On the other hand, close examination of the 
circumstances surrounding HMC’s choice of con- 
solidation method suggests that an efficient con- 
tracting explanation is perhaps more plausible. The 
impact of netting on gearing seems pretty small, 
and it is unlikely that any debt covenant would be 
set at the high level found in HMC. Moreover, 





PWe have obtained the accounts of certain of HMC's 
subsidiaries as a check on whether and to what extent this is the 
case. 


ACCOUNTING AND BUSINESS RESEARCH 


opportunistic behaviour on HMC’s part, aimed at 
transferring wealth from debtholders to sharehold- 
ers, is likely to have long-run adverse consequences 
in a business where large loan financings have to 
be raised every year. The debt not removed from 
HMC’s 1989 group balance sheet totals £314 
million, £119 million of which consists of bank 
loans falling due within one year.'^ Raising debt on 
a short-term, revolving basis greatly reduces the 
possibilities for ex post wealth transfers. The 
wholesale money markets in which HMC operates 
are likely to be sufficiently competitive that any 
wealth transfers the firm achieves are priced into 
the debt at the time of issue (Jensen and Meckling, 
1976). 

All participants in the UK securitisation market 
appear to exclude their CMOs from their consoli- 
dated accounts. Other firms do this by using 
non-subsidiary issuers, whereas HMC nets on con- 
solidation, but the balance sheet effect is the same. 
What reeds explaining is the apparent universality 
of offsetting by one means or another. Some 
participants are banks motivated, in part at least, 
by the desire to relax costly capital adequacy 
constraints imposed by the banking authorities 
(Holland, 1989). One possible explanation is the 
contractual arrangements for separating the risks 
of the CMOs from those of the rest of the firm's 
operations. 

CMOs are corporate securities constructed to 
have low probability of default.^ The traditional 
method of reducing the default risk of a particular 
class of debt security is to give the holders priority 
over other claimants, either in the form of a 
debenture with a fixed or floating charge over 
certain assets of the firm, or by a leasing arrange- 
ment whereby ownership of the asset is vested in 
the hands of the claimant. In the case of securitisa- 
tion, CMO holders' claims are supported by plac- 
ing both high grade financial assets (mortgages) 
and the CMOs in a legally separate entity with no 
other assets and operations. The security thus 
provided is supported by interest rate swap agree- 
ments and guarantees provided by the originator 
(see Figure 1) plus mortgage portfolio insurance 
provided by a third party. Non-recourse either way 
is an essential feature of the arrangement: in the 
case of CMO holders, to assure them that other 
debts of the group will not damage the ‘me-first’ 





МА but £2 million of the £119 million bank loans are held by 
subsidiaries. ; 

Improvements in contracting efficiency of the UK mortgage 
Securitisation market have reduced the riskiness of CMOs. 
Evidence for this is provided by the fact that whereas the 
average margin over LIBOR was about 30 basis points in 1987, 
it had fallen to merely 17 basis points by 1989. As the current 
UK property depression amply illustrates, mortgages are cer- 
tainly not default-free. But securitisation reduces default risk in 
a variety of ways, such as by insuring the mortgage portfolio 
against default; by aligning asset and liability maturities; and by 
establishment of claim priorities. 
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priority which separation of legal form was de- 
signed to achieve; and in the case of existing 
lenders to the group, to avoid the possibility of 
(significant) claims from CMO holders against 
other assets of the group. The objective appears 
to be to try to achieve something akin to the 
‘walling in’ of claims to be found in in-substance 
defeasance; the parallel is explored below. 

Viewed this way, it is helpful if the method of 
accounting for CMOs is consistent with arrange- 
ments made to separate the securitisation oper- 
ation as completely as possible from the other 
assets and claims of the group—if only to avoid the 
possibility of the financial statements themselves 
being introduced in litigation by a claimant as 
evidence of the group having constructive owner- 
ship of the mortgages. This is consistent with 
HMC’s explicit reliance on non-recourse as the 
ground for excluding their CMOs. 

Sub-division of the securitisation process by 
placing the origination and issuing activities in 
separate vehicles is universal practice in the UK 
market. Would anything substantive change if a 
single legal entity were to serve as both originator 
and issuer? In order to understand the economics 
of securitisation properly it has to be recognised 
that legal form has economic substance. By placing 
issuing activities in one or more separate legal 
entities it is possible to divide risks (structure 
recourse/non-recourse arrangements) far more pre- 
cisely than if all were lumped together with the 
mortgage lending and portfolio management oper- 
ations of the firm. Indeed, as noted previously, 
HMC has deemed it worthwhile creating more 
than one issuing subsidiary so that the risks can be 
divided between different classes of CMOs. By 
structuring the deals in this fashion it is possible to 
issue new CMOs to finance further mortgage lend- 
ing without the new debtholders having to worry 
much about the possibility of claim dilution from 
existing debtholders. Whether debt can actually be 
issued on a strictly non-recourse basis is of course 
debatable. What is clear is that separation into 
distinct legal entities limits the likelihood of claim 
dilution via recourse to a far greater extent than is 
possible if all claims are contained within a single 
company. 

HMC's treatment, showing interest receivable 
and payable gross but netting off assets and liabil- 
ities in the consolidated statements, must be judged 
to be novel by any conventional standard in the 
UK. Consistency would seem to dictate that if a 
net interest is to be shown in the balance sheet then 
it should be adopted in the profit and loss state- 
ment as well; or, vice versa, if it is deemed appro- 
priate to show interest receivable and payable 





In the USA, General Motors apparently accounted for 
certain financial subsidiaries in a similar fashion for a number 
of years prior to the issuance of SFAS 94. 
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separately in arriving at consolidated profit then 
the corresponding assets and liabilities should be 
shown separately. 

Nevertheless, there is a special feature of 
HMC's circumstances which provides support for 
the asymmetrical treatment they have chosen for 
the balance sheet and profit and loss statement. 
According to the prospectus for HMC4, whilst the 
residual risk associated with the mortgage assets 
lies with the providers of mortgage pool insurance, 
justifying the netting off of assets and liabilities, the 
originator retains some interest rate risk associated 
with the swap agreement it has entered into with 
HMCA." Since interest receivable and payable 
might therefore not be perfectly correlated, it is 
probably more informative to show both on a 
gross basis. 

In the remainder of this paper, we shall concen- 
trate exclusively on the arguments for and against 
HMC's netting of assets and liabilities. In other 
words, we shall consider the grounds for portray- 
ing a subsidiary as if it were an associated under- 
taking in the balance sheet, leaving aside the issue 
of how revenues and expenses should be shown. 

One economic argument which could be ad- 
vanced for HMC's balance sheet treatment is that 
by 'walling the holding and funding activities 
within a separate legal entity the group has effec- 
tively assigned the assets to the CMO noteholders. 
Full consolidation might signal incorrectly to 
parent debtholders that they have a direct or 
indirect claim on all the assets of the group, 
thereby diminishing the usefulness of consolidated 
financial reports to parent company creditors as a 
monitoring device. 

In further support of HMC's choice of reporting 
method, it should not be overlooked that securiti- 
sations are constructed in such a way as to ensure 
a high degree of correlation between the returns on 
the CMOs and those on the mortgage assets. While 
the existence of mortgage insurance and guaran- : 
tees means that the correlation will not be perfect, 
it will be very high, suggesting that the risks on the 
two are substantially the ѕате.! An information 
perspective suggests that little will be gained by 
accounting for the two on a gross basis. There are 
a number of complications in the case of CMOs, 
however, which might lead one to qualify this 
conclusion. : 

A common feature of both HMC's arrangement 
and those of other participants in the market is the 





"Both TR 677 (ICAEW, 1987) in the UK and SFAS 105 
(FASB, 1990) in the USA require disclosure of interest rate 
swap agreements and possible risk of financial exposure result- 
ing from them. Neither require on-balance sheet treatment. 

18 Another way of looking at this is to view the insurance and 
guarantees as arrangements which bring the probability distri- 
butions of the cash flows from the mortgage assets more or less 
into line with those promised on the CMOs. The issuer's assets 
consist of mortgages plus options (insurance and guarantees). 
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existence of management contracts and implicit or 
explicit guarantees between the originator and the 
issuer. In addition to managing the mortgage 
assets for the issuer, Household Mortgage Corpor- 
ation provides the following: credit backing to the 
issuer in the form of an interest rate swap agree- 
ment with respect to fixed rate mortgages; and an 
agreement to provide temporary funding in the 
(remote) event of the issuer facing an excess of 
interest expense over interest revenue (other cash 
flows are negligible). The parent company, HMC, 
provided the issuer with a thin slicing of initial 
capital and subordinated loan capital. All of this 
might raise a question mark over whether HMC's 
non-recourse financing is really limited recourse, 
which is not quite the same thing. 

Assuming that for practical purposes CMOs can 
be regarded as materially non-recourse financings, 
there remains the problem of trying to fit the 
transactions into the conventional framework. 
‚ This can best be done by examining the display and 
recognition aspects of offsetting, a task we take up 
below. 


Display and recognition 


SFAS 76 (FASB, 1983a) and Technical Bulletin 
88-2 (FASB, 1988) draw a useful distinction be- 
tween offsetting and extinguishment. Offsetting is 
viewed by the FASB as primarily a display issue— 
how recognised assets and liabilities should be 
presented in a balance sheet—whereas extinguish- 
ment is a recognition issue—whether an asset or 
liability exists. We deal with each in turn below. 

We have argued that little is to be gained from 
displaying assets and liabilities separately when the 
cash flows of the items in question are highly 
correlated. We have also noted that GAAP in both 
Britain and the USA generally prohibits netting off 
assets and liabilities except where a legal right of 
set off exists, as where money is owed by and to the 
same counter-parties (AICPA, 1966; FASB, 1988; 
ASC, 1990)..In which case, it would appear that 
information .display arguments offer little or no 
scope for offsetting: assets and liabilities which 
have been recognised must be separately displayed 
unless a right of set off exists. 

Arguably, the display issue might not be closed 
in the kind of group accounting situation presented 
by HMC. After all, a consolidated balance sheet is 
& device for displaying resources which the parent 
company controls as well as owns, and netting is 
allowed when the resources are held by an associ- 
ated rather than a subsidiary undertaking. Never- 
theless, since the purpose of group accounts is 
essentially to show the situation which would 
prevail if the parent exercised its power to strip 
away the corporate veil by winding up the compa- 
nies under its control, it would appear that recog- 
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nition here, too, is the key to determining whether 
a net position can be presented. 

ED 49 is the only official UK statement which 
addresses the issue. Before considering this docu- 
ment, it is helpful to examine the American litera- 
ture concerned with CMOs and extinguishment. 

US GAAP distinguishes between CMOs on the 
basis of the 'sale' characteristics of the trans- 
actions. In HMC's circumstances, it is difficult to 
see how either its mortgage assets or its CMOs 
could fail to pass the recognition tests contained in 
the relevant FASB standards and guidelines. For 
example, if the proceeds of HMC4's CMO issues 
could be deemed to meet the conditions of a sale 
rather than a financing, the mortgage assets and 
associated liabilities could be removed from 
HMC4’s balance sheet. Since HMC4's CMOs do 
not prohibit early redemption, the criteria for 
treatment as a sale given in Technical Bulletin 85-2 
(FASB, 1985) are not fully met. This criterion 
accords with conventional accounting reasoning: 
early redemption of the notes would be equivalent 
to cancellation of the sale. (Whether the note issue 
meets all the other requirements for treatment as a 
sale is not easy to determine.) . 

Another possibility is the precedent established 
by in-substance defeasance. SFAS 76 permits the 
removal of liabilities from the balance sheet if 
riskless assets are placed in an irrevocable trust and 
are exclusively committed to servicing the related 
debt. As there is then no serious prospect of the 
company being called upon to make further pay- 
ments to the debtholders, the obligation can be 
deemed to have been extinguished even though 
legal obligations remain. CMOs have many of the 
same features. The CMOs are issued in such a way 
as to make them low risk investments, so there is 
only a small prospect of the originator having to 
make any further payments to the noteholders. 
The major difference between CMOs and in- 
substance defeasance is that the issuing entity is not 
a separate trust solely dedicated to meeting the 
obligations to the noteholders.? In HMC's case, it 
is difficult to view HMC4 as a trust because, apart 
from difference of legal form, it makes profits 
which are both consolidated in the group's income 





%CMOs would appear to have more in common with 
instantaneous in-substance defeasances because the issuer uses 
the proceeds from the note issue to purchase the mortgage 
assets from the originator. Instantaneous in-substance defea- 
sances normally arise in arbitraging and hedging operations, 
where assets are acquired and placed in trust at about the time 
the debt is incurred. Technical Bulletin 84-4 (FASB, 1984) 
prohibits the extinguishment of debt in these kinds of oper- 
ations because 'Such borrow-and-invest activities, in effect, 
hedge the debtor against thé risk of changes in interest rates’. 
Whatever the merits of this argumert on economic grounds, the 
CMO parallel is clear: the mortgage assets not only service the . 
СМО; they hedge the interest rate risk as well. This line of 
reasoning supports HMC's practice of not netting mortgage 
assets and notes at the issuirig subsidiary level. 
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statement and remitted as dividends, indicating 
both that the pledged assets are not simply servic- 
ing the noteholders' claims and that the group has 
an equity interest. 

Having clarified the obstacles in the way of 
eliminating the CMOs and mortgages in either the 
originator's or the issuer's balance sheet, the next 
logical step is to address directly HMC's pro- 
cedure, namely, elimination on consolidation. Can 
this be viewed as a form of de-recognition? 

De-recognition on consolidation is permitted in 
the case of transactions between members of the 
reporting entity. Since both the mortgage receiv- 
ables and CMOs are based on transactions with 
parties external to the group, de-recognition on 
this basis is untenable. The issue becomes one 
of determining what constitutes the assets and 
liabilities of the group. 

Consolidated accounting can be viewed as 
a family of techniques which has a recognition 
dimension. When an investee is deemed to be an 
associated undertaking, the accepted practice is to 
use the equity method, i.e. to report on a net asset 
basis. This implicitly assumes that the associate's 
individual assets do not meet the criteria for recog- 
nition as assets of the group. The converse is that 
where an investee entity is a subsidiary all its assets 
are deemed to be under the control of the parent 
and hence pass the recognition test. 

This all-or-nothing approach, whilst having the 
advantage of simplicity, begs an important ques- 
tion. Because A meets the criteria for recognition 
as an asset of entity X and X is deemed to be under 
the control of entity Y, does it necessarily follow 
that A must be an asset of Y? For most practical 
purposes, the answer would have to be in the 
affirmative, but in НМС case the matter is by no 
means as clear-cut. 

The only access HMC Group has to the benefits 
provided by HMC4’s mortgage assets is via (i) the 
swap agreements and the management contract 
with HMC4 and (ii) its ability to extract surpluses 
from HMC4 in the form of dividends. Moreover, 
HMC Group cannot get access to the mortgage 
assets by winding up HMC4 since the financial 
arrangements are such that the holders of the 
CMOs would require their notes to be redeemed in 
these circumstances. Thus the contracts created by 
HMC Group's securitisation operation would ap- 
pear to have certain special features: placing the 
mortgages and associated liabilities in a separate 
legal entity (HMC4) could be argued to change 
fundamentally the parent's property rights in those 
assets. 

Now let us consider the position taken in ED 49 
on these matters. From the standpoint developed 
above, ED 49's stance looks very reasonable: 
*Whether it is more relevant for the originator's 
accounts to reflect the net rather than gross 
prospective cash flows of the issuer depends on the 


215 


extent to which the originator is insulated from the 
risks attaching to the issuer's assets and liabilities’ 
(para. D.10). 

Eleven conditions are set out for regarding a net 
presentation as more relevant, only one? of which 
would appear to pose a serious challenge to 
HMC's treatment, namely, the requirement that 
"The originator is not the parent undertaking of the 
issuer either specifically under the terms of the 
Companies Act 1985 or through control exercised 
through the medium of a quasi subsidiary’ (para. 
D.10). Although in HMC’s case both the originator 
and the issuer are subsidiaries, thereby providing a 
basis for sidestepping this particular constraint, 
adherence to the spirit rather than the letter of the 
requirement would appear to throw a shadow over 
HMC’s treatment. Nevertheless, our previous 
analysis about recognition of assets in a consoli- 
dated balance sheet would appear to question 
whether this particular requirement in ED 49 is 
desirable or helpful in determining the relevance of — 
showing a net position. | 

In his research study for the Canadian Institute 


of Chartered Accountants, Chant (1989, р. 117) - 


proposes that offsetting should be allowed when 
‘In essence, the enterprise has substantively sold or 
conveyed the portion of the asset corresponding to 
the obligation to the relevant creditors whose 
interests are being offset.’ For this purpose, the 
relationship between the originator and issuer is of 
no relevance. What is of central importance is that 
the obligation be satisfied by the transfer of the 
asset, that holders have no further recourse against 
the enterprise, and that the enterprise cannot dis- 
pose of the asset without conveying the associated 
obligation; all these requirements would appear to 
be met in HMC’s securitisations. 


Conclusion 


Offsetting liabilities against assets is generally 
frowned upon by accounting standard setters. As 
a basic strategy, there is much to be said for 
accountants adopting such a negative stance with 
regard to offsetting since, generally speaking, it is 
more informative to report assets and liabilities in 
isolation from each other. This paper addresses the 
question of when such a negative stance might be 
unduly restrictive. 

Offsetting is occasionally permitted in account- 
ing: explicitly, when the sale of an asset or the 
redemption of a debt is deemed to have occurred 
notwithstanding the fact that legal title to the asset 
or legal responsibility for the debt is still vested in 





? Conceivably, the financing arrangements employed by 
HMC in setting up its issuing subsidiaries, dutlined in the 
previous section, might fall foul of conditions:(f) and: (g)in ED 
49 as well, but further consideration of шее possibilities i is not 
central to our argument. A Ts 
km 


i em 
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the company; implicitly, when the asset is held 
and the corresponding liability is owed by 
an investee company not deemed to be a subsidiary 
of the group. In the former, the cancellation 
is made in the books of the company concerned; 
in the latter, the cancellation occurs because 
the investee company's financial position is 
reported in the group's consolidated financial 
statements on a single-line basis. The peculiar 
feature of the HMC case examined in this paper 
is that the offsetting procedure chosen is a 
hybrid of these two basic forms: the offset is 
made on consolidation. The rationale offered by 
HMC is that the holders of the CMOs have 
only very limited recourse to the other assets of 
the group. 

Although unorthodox, HMC's choice of ac- 
counting technique has merit. It directs our atten- 
tion very forcefully to the issue of whether the 
assets of a subsidiary must of necessity be assets for 
consolidation purposes. Conventional consolida- 
tion methods can be useful in providing a means of 
presenting the results of groups of companies 
characterised by a high degree of operating and 
financing interdependence. Where, on the other 
hand, a group's activities are walled off into more 
or less water-tight compartments the benefits of 
providing consolidated statements are much less 
clear. 


Postscript 


The company referred to in this paper, HMC 
Group PLC, changed the basis of presentation of 
financial position in its 1991 financial statements. 
The assets and liabilities of its CMO issuing sub- 
sidiaries are now consolidated in the conventional 
manner, without offsetting secured liabilities 
against mortgage assets. According to the Chair- 
man's Statement, this has been done in order to 
ensure that HMC’s presentation ‘accords with 
recent developments in the recommended account- 
ing treatment’, presumably the 1989 Companies 
Act and ED 49. ^ 

On 3 October, 1991, the ASB announced details 
of a proposed departure from the approach 
used in ED 49 regarding the treatment of securiti- 
sations. As far as the line of argument adopted 
in the present paper is concerned, the most interest- 
ing features of the ASB's position are, firstly, 
the proposal that ‘when the residual benefits 
of the net assets of the issuers accrue to the 
originator, the issuer should be consolidated' 
and, secondly, reiteration of the traditional 
view that absence of recourse is not ground 
for non-consolidation. 

Whether these developments constitute an im- 
provement or a worsening in corporate financial 
reporting is open to question. 
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The Usefulness of UK Accounting and 
Market Data for Predicting the 
Perceived Risk Class of Securities 


John Capstaff* 


Abstract—This paper considers some recent work on investment analysts’ risk perceptions, and the usefulness of 
accounting and market data, and raises the perennial question of whether the data can be said to convey, or merely 
reflect, information on risk. It then examines the risk perceptions of UK investment analysts and finds they are 
substantially explained by three accounting variables and one market variable. The next step taken is to group 
securities into risk classes on the basis of risk perceptions, and to test whether discriminant analysis can be used 
to classify the securities successfully. The results show that accounting and market data are highly successful at 


predicting the perceived risk class of securities. 


A number of studies have endeavoured to cap- 
ture the concept of ex ante risk in an empirical 
measure by gathering information from financial 
and investment analysts on how they perceive the 
future risk of securities (e.g. McDonald and Stehle, 
1975; Farrelly and Reichenstein, 1984; Farrelly, 
Ferris and Reichenstein, 1985; and Mear and 
Firth, 1988). The procedure adopted in these stud- 
ies is to ask analysts to give future risk ratings to 
selected securities. The mean risk perception for 
each security is then computed from the analysts’ 
risk ratings. Insofar as these ‘risk perceptions’ are 
truly forward looking they can be said to provide 
authentic measures of ex ante risk. Future risk is 
the relevant concept for decision makers, so ana- 
lysts’ risk perceptions may provide better infor- 
mation for decision making than the conventional 
ex post measures of risk such as the market deter- 
mined beta. The necessarily subjective nature of ex 
ante measures, as opposed to the objectivity of 
hindsight, is assuaged by the promise that they 
might contain information additional to that con- 
tained in ex post measures. In its price setting 
function the securities market considers both past 
risk and other relevant information before making 
(subjective) evaluations of future risk. If it is 
agreed that the consensus view in the market 
provides the best guide to future risk, the risk 
perceptions of a cross-section of analysts represent- 
ing the market can provide a valuable contribution 
to our understanding of risk and how it can be 
measured, 

This paper considers the possibility of using UK 
accounting and market data to predict the risk 





*The author is lecturer in finance, University of Strathclyde. 


class of securities. The ‘risk classes’ in question are 
based on the risk perceptions of UK investment 
analysts. Before this, some comments are made on 
other related research. 


Usefulness of accounting and market data 
in New Zealand 


The usefulness of accounting and market data for 
evaluating the perceived riskiness of investment in 
securities in New Zealand was investigated by 
Mear and Firth (1988). They submit that their 
results provide ‘substantial evidence that publicly 
available accounting and financial data convey 
information relevant for security risk valuation’, 
(p. 335). Their research constitutes considerable 
evidence that accounting data contains information 
relevant for security risk assessment. Approxi- 
mately 93% of the variation in mean risk percep- 
tions is explained by six accounting variables (net 
assets, proprietorship ratio, liquidity, sales growth, 
dividend cover, profitability) and two market de- 
termined variables (beta, variance of returns). It is 
less certain, however, that these variables actually 
convey the information in practice. 

Their study was based on a hypothetical invest- . 
ment scenario. In a conirolled setting, 38 New 
Zealand analysts were provided with selected ac- 
counting data, and subsequently with market data, 
for the purpose of giving risk ratings to hypothet- 
ical securities. Any association between risk per- 
ceptions and accounting data would therefore be 
explicit. This was believed to be a direct test of 
the relevance of accounting data (i.e. whether 
analysts actually use it). Previous studies, such as 
Farrelly, Ferris, and Reichenstein (FFR), provided 
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analysts with company names only, therefore any 
association between analysts' risk perceptions and 
accounting information could only be implicit. 
Mear and Firth's results are fairly conclusive and 
useful in identifying data that appears to contain 
information on risk, although it is not surprising 
that analysts' risk perceptions are substantially 
explained by variables from the chosen data set. 
Having been set the task of evaluating future risk, 
the analysts were constrained to use the data 
actually provided. It does not follow that the same 
data is a primary source of information in practice. 
In practice, analysts are aware of the corporate 
identity when they evaluate risk, and they do have 
access to other information. The New Zealand 
analysts may well have found the information they 
wanted in the data that was supplied to them, but 
it does not follow that the data is a timely source 
in practice. 

An observed association between accounting 
and financial data and risk perceptions is confir- 
mation that the data reflects information on risk. 
Additional evidence is needed to conclude that the 
data actually conveys the information in practice. 
Events that affect the perceived riskiness of securi- 
ties occur continuously, unlike the publication of 
accounting data which occurs periodically and is, 
by definition, measuring past events. Accounting 
data is a timely source of information on risk 
only if: 

(a) the accounting data does indeed contain 
information on the riskiness of securities, and 

(b) the information was not available from 
alternative sources prior to publication of the 
accounting data. 


Other evidence on analysts’ use of account- 
ing data — 


Arnold and Moizer (1984) used different methods 
to try to discover what analysts actually do and 
what their sources of information are. Their find- 
ings support the view that analysts actually use 
accounting information in practice. The analysts in 
their survey said that fundamental analysis was the 
primary technique employed, and the most influen- 
tial sources of information were stated to be the 
company's annual profit and loss account and 
balance sheet, and its interim results. The picture 
painted is one where accounting data appears to 
convey information.to security analysts, although 
it was not specified how much of the information 
was used for the assessment of risk. The study did, 
however, report that beta analysis was ‘hardly used 
at all’ (p. 200). 

The findings of Day (1986) were rather differ- 
ent. Using the protocol technique to observe 


the everyday occupation of analysts, it appeared. 


that accounts played only a small part in the 
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overall process of forecasting. The accounting re- 
port seemed to be used mainly as a reference 
document. Day's findings support the proposition 
that publicly available information is already im- 
pounded in share prices when accounting reports 
arrive, i.e. there is little new information contained 
in the accounts. Accounting data did not, there- 
fore, appear to be a timely source of information. 
The analysts who participated in Mear and Firth's 
New Zealand study could easily fit Day's descrip- 
tion of analysts using accounting data mainly as . 
reference material. 

The timeliness issue is not resolved by existing 
research on analysts’ risk preferences, but the 
research does show that accounting and financial 
data can explain most of the variance in analysts' 
risk perceptions. This is undoubtedly a step 
towards improving our understanding of the 
nature of risk and how it can be measured. 


Predicting the perceived risk class 
of securities 


The main purpose of this paper is to examine the 
risk perceptions of UK analysts to see whether a 
profile of accounting and market data can be used 
to predict the perceived risk class of securities. The 
technique of linear discriminant analysis (LDA) 
offers an opportunity for modelling and predicting 
the future risk of securities. LDA is widely used in 
accounting and finance, and is best known as a 
technique tha: uses a profile of financial ratios to 
predict corporate success or failure, following the 
work of Altman (1968). In a similar fashion, it may 
be possible to use a profile of accounting and 
market data to predict the perceived risk class of 
securities. For example, a study by Farrelly, Levine 
and Reichenstein (1987) used the data from the 
FFR study to see if the perceived risk class of US 
securities could be successfully predicted. They 
found that a profile of seven financial character- 
istics placed 82.8% (18 out of 22) securities in the 
correct group. It is an interesting result, although 
no account is taken of the possible biases due to 
non-normality, the smallness of the sample, and 
the problems associated with classifying a sample 
of securities on the basis of the characteristics of 
the same sample. This study recognises these prob- 
lems and adjusts the discriminant technique to 
minimise their impact. Using a profile of only four 
accounting and market variables to predict the 
perceived risk class of UK securities, and adjusting 
the classification test for possible bias, 83.33% of ` 
securities (20 out of 24) are placed in the correct 
risk class. — | 


Research method 


The data collection method was along the same 
lines as FFR. In January 1988 all members of the 
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Table 1 


Dividend Payout 
Current Ratio 
Asset Size 
Asset Growth 


Leverage 
Earnings Variability 


Earnings Covariability 
(Accounting Beta) 





Market Beta 


Table 2 


Definitions of Accounting and Market Risk Measures 


(All data are annual. They relate to the financial year ending in 1987 unless stated otherwise.) 


Cash dividends per share divided by earnings per share. 

Current assets divided by current liabilities. 

Natural logarithm of the book value of total assets. 

Average annual growth rate of assets over the 5-year period 1983—87. It was 
calculated by taking the natural logarithm of the ratio of assets size at the 
end of the 5-year period to assets size at the beginning of the period, and 
dividing the answer by 5. 

Total borrowings divided by total capital employed. 

Standard deviation of the earnings-price ratio over the 5-year period 
1983-87. This is consistent with the measure used in the pioneering work 
of Beaver, Kettler and Scholes (1970). One purpose of dividing by price is 
to ‘normalise’ the earnings figure. The denominator, market price, is lagged 
by one year. From a conceptual point of view this embraces more of the 
future orientation of the earnings-price relationship, whilst it also produces 
a more meaningful measure of earnings yield. It is proposed that the 
variability of the e/p ratio is likely to provide information on the riskiness 
of the returns on a firm's shares. It resembles the capital market based 
standard deviation of returns. More generally, earnings are the ultimate 
source of a firm's value, so the riskiness of earnings could be viewed as the 
ultimate measure of a firm's risk. It is, of course, a measure of total risk. 
Covariance of firm's earnings with market earnings, divided by variance of 
market earnings, over the 5-year period 1983-87. The market data is based 
on the FT 500. The covariability figure is also called the 'accounting beta'. 
The estimates of covariability are found by regressing the firm's earnings- 
price ratio on the market earnings-price ratio. The expectation is that 
covariability will provide information on market based (‘systematic’) risk. 
The betas are those provided by the Risk Measurement Service of the 
London Business School, as published in the January 1988 issue. They are 
estimated using univariate linear regression. Using 60 observations 
(monthly returns over the previous 5 years) share returns are regressed on 
market returns. The resulting coefficients provided the estimates of betas. . 


Correlations Between Market Determined Risk Measures and Accounting Data 


Dividend Current 


Payout 
—0.228 
—0.273 


Beta 
Variance 


0.078 
0.642*** 


Asset 
Growth 
—0.048 

0.207 


Asset 
Size 
0.215 

—0.387 


Earnings 
Covariability 

—0.086 

—0.380* 


Earnings 
Variability 
0.292 
0.561*** 


Ratio Leverage 
0.100 


—0.156 


*significant at the 10% level. 
***significant at the 1% level. 
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Society of Investment Analysts in the UK were 
sent a questionnaire asking them to assess the 
riskiness, on a scale of 1 (low risk) to 9 (high risk), 
of 25 widely held and well known shares assuming 
each was to be added to a well diversified portfo- 
lio.! Only those replies received within two weeks 
were included in the analysis, to minimise any time 
related differences in the information available to 





ТА specimen questionnaire is shown in Appendix 1. 


the respondents? There were 322 such replies, 
representing a 22% response rate. The mean risk 
perception was computed for each security, and 
subsequently tested for an association with selected 





2A two week cut-off point is consistent with the approach 
taken by McDonald and Stehle (1975) and Farrelly, Ferris and 
Reichenstein (1985). They argue that a short response period is 
essential given that risk’ perceptions may change rapidly. 86 
more replies were received after two weeks (6%). 
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Table 5 


223 


Correlation Between Variables (Significance in Parentheses) 


Current 
Ratio 
— 0.393 


Asset Size 


Asset 
Size 


Earnings 
Variability 


(0.058) 


Earnings Variability 


Market Beta 


accounting and market measures of risk. Seven 
accounting measures and one market measure were 
used. The accounting measures are the same as 
those specified in the well known and original work 
of Beaver, Kettler and Scholes (1970), and which 
were described as being traditionally and mosi 
frequently associated with risk. They are: 


Dividend Payout 
Current Ratio 

Asset Size 

Asset Growth 
Leverage 

Earnings Variability 
Earnings Covariability 


The one market-determined measure of risk is 
Beta. Definitions of these measures are provided in 
Table 1. The data for each security is listed in 
Appendix 2. Some of the accounting data associ- 
ated with one of the companies (Ferranti) was 
unusable, so the number of securities in the analy- 
sis is reduced to 24. 

Beta was included because of its prominence in 
finance theory and research as a measure of the 
relative systematic risk of capital assets. Also, a 
market determined measure may succeed in cap- 
turing market wide events that are not satisfac- 
torily captured by firm-specific accounting data. 
Mear and Firth (p. 340) suggest that both account- 
ing and market related measures of risk should 
be included in research of this kind, having them- 
selves provided evidence on the importance of 
two market-related variables: beta and variance of 
returns. Variance of returns is excluded from 
this analysis because it is highly correlated with 
some of the accounting data, in particular with 
the accounting variables which turn out to be 
highly significant in explaining risk perceptions. 
Beta, on the other hand, is essentially unrelated 
to the accounting data. Table 2 shows the corre- 
lations between these two market-determined risk 
variables and the seven accounting risk variables. 


3Ferranti’s accounting data, especially the current ratio, had 
an undue influence on the regression results and was therefore 
treated as an outlier and removed from the analysis. 


0.359 

(0.085) 
0.078 

(0.718) 





—0.097 

(0.646) 
0.205 

(0.324) 


0.283 
(0.170) 


Results 


The accounting and market data were initially 
tested for any association with analysts' risk per- 
ceptions. Table 3 shows the results when risk 
perceptions were regressed on all eight variables. 
88.8% of the variation in risk perceptions is 
explained by these 8 variables (adjusted R?— 
0.829). Accounting data and market data appear 
to reflect information that is relevant to the for- 
mation of risk perceptions. However, it is plain 
that some of the variables have little or no 
incremental explanatory power. An appropriate 
hierarchical algorithm (stepwise selection) was 
used to eliminate redundant variables. Four vari- 
ables remained, all with substantial and highly 
significant explanatory power. They were: 


Current Ratio* 
Asset Size 

Earnings Variability 
Market Beta 


The results when risk perceptions are regressed on 
these four variables are shown in Table 4. All the 
variables are significant at better than the 1% 
level, and they explain 86.1% of the variation in 
analysts’ risk perceptions (adjusted В? = 0.832). 
The result is robust to tests for heteroscedastic- 
ity, and the variables do not display excessive 
collinearity. The correlation matrix is shown in 
Table 5. There is only a weakly significant corre- 
lation between the current ratio and asset size and 
earnings variability. 

It is remarkable that a combination of only four 
variables succeeds in explaining so much of the 
variance in analysts' risk perceptions. It is also 





*Analysts' risk perceptions are positively related to the cur- 
rent ratio, which appears to be contrary to the conventional 
wisdom, of a negative relationship. The same type of associ- 
ation was found by Farrelly, Ferris & Reichenstein (1985) who 
offered the explanation that a positive relationship may exist 
amongst financially strong firms who can maintain lower levels 
of current assets because these firms have rapid access to lines of - 
credit when required. Similarly, a latent financial insecurity may 
cause firms to maintain relatively high current ratios. There is a 
slight tendency for the larger firms in the sample to have lower 
current ratios (see correlation coefficient in Table 5). 
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Table 6 
Mean Risk Perceptions of Investment Analysts (grouped by risk 
class) 


Group 1 (low risk) n 5 
Tesco 
Allied Lyons 
Scottish & Newcastle 
Smith & Neshew 
Boots 
Group 2 (med risk) n = 10 
ICI 
BOC 
Blue Circle 
Hazlewocd 
English China Clays 
Glaxo 
BICC 
Rentokil 
Trafalgar House 
Cable & Wireless 
Group 3 (high risk) n = 9 
Vickers 
Lloyds Bank 
Lucas Indus:ries 
GKN 
Lep Group 
Anglia TV 
Barratt Developments 
Gestetner 
Amstrad 


significant that the market beta is unrelated to the 
accounting data? In other words, beta appears to 
contain different information on risk than is con- 
tained in the accounting data. The implication 
is that accounting data contains information on 
firm-specific elements of risk, and betas contain 





ЗА regression of beta on all seven accounting variables 
produced an adjusted R? of zero. This may be regarded as an 
unusual result, especially in the light of the association between 
market beta and accounting variables found by Beaver, Kettler 
and Scholes (1970), and similarly in a number of sutsequent US 
studies. The Farrelly, Ferris and Reichenstein (1985) study also 
found a significant association. However, to my knowledge no 
UK study has reported such an association. Further research, 
using a large sample, might be enlightening in this respect. 


Table 7 
_ Average Value of the Data in Each Group 


Analysts’ 
Risk Perception ` 
2.8466 


Ratio 
Group 1 1.206 
(low risk) 
Group 2 
(medium risk) 
Group 3 
(high risk) 


42322 1464 


5.5824 
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Mean 
2.3733 
2.7800 
2.9933 
3.0330 
3.0533 


3.8800 
3.9266 
4.0330 
4.0466 
4.1733 
4.2133 
4.3300 
4.3133 
4.6660 
4.6800 


4.9933 
5.2000 
5.2466 
5.2866 
5.3300 
5.3930 
5.8260 
6.0133 
6.9530 


Standard Deviation 


1.18 
1.99 
1.26 
1.50 
1.34 


1.78 
1.43 
1.47 
1.63 
1.40 
1.84 
1.32 
1.59 
1.55 
1.87 


1.36 
1.93 
1.53 
1.42 
1.51 
1.60 
1.50 
1.55 
1.55 





Current 


1.8008 





information on the systematic, market based as- 
pects of risk, and both types of risk are relevant to 
analysts" risk perceptions. It suggests that analysts 
do take account of firm-specific risks despite the 
principles of modern portfolio theory. 


Classification of risk perceptions 


Although it conforms to best practice survey tech- 
niques, assessing risk on a scale of 1 to 9 is not 
ideal. Risk is a continuous variable that is only 
imperfectly captured оп а contrived cardinal scale. 
One cannot deduce that LEP Group (mean risk 
perception 5.33) is precisely 27% more risky than 


Asset 
Size 
20.6478 


Fariability 
of Earnings 
0.0131 


0.0162 


20.5436 


19.6343 0.0534 
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Table 8 
Classification into Risk Groups Using Linear 
Discriminant Analysis 


Classified Group 
True Group 1 2 3 
4 1 0 
0 10 0 
0 1 8 
22 out of 24 correctly classified 


Correctly 
Classified 


Glaxo (mrp 4.21), or that Glaxo is 41% more risky 
than Scottish and Newcastle (mrp 2.99). The mean 
risk perception numbers are. not literal quantities 
of risk. There are fewer conceptual difficulties with 
the inference that LEP, Glaxo, and Scottish and 
Newcastle have been placed in different risk classes 
by the analysts. Following this line of reasoning the 
securities were grouped according to risk class, to 
assess the predictive ability of class characteristics. 
There is no unequivocally correct way to do this 
but, on the basis of some discernible clustering, 
a three-tier risk classification seemed appropriate: 
1 (low risk), 2 (medium risk), and 3 (high risk). 
Group membership and mean risk perceptions are 
shown in Table 6. Table 7 shows average values 
of the data for each group. Classification into 
groups enables the application of discriminant 
analysis. 


Discriminant analysis 


Stepwise selection procedures identified the same 
four variables as for the regression analysis. Linear 
discriminant functions were computed from the 
accounting and market data, on the basis of the 
risk groupings in Table 6. The discriminant tech- 
nique was applied to reclassify the securities on the 
basis of the accounting and market data alone. 
Twenty-two out of the 24 securities were placed 
in the correct group, a success rate of 91.66%. 
Table 8 contains a breakdown of the results, and 
the discriminant functions are shown in Table 9. 

The predicted error rate is only 8.33%. Its 
reliability, in the strict sense, depends on the data 
in each group coming from normally distributed 


Table 9 
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Table 10 
Predicted Risk Groups Using Cross Validation 
(leaving one out method) 


Predicted Group 
True Group 1 


Correctly 
Predicted 
4/5 . 
9/10 

0 2 7[9 
20 out of 24 correctly predicted 


populations, all with equal covariance matrices. 
Doubt can also be cast on the reliability of the 
reclassification procedure when a sample is small. 
In addition, one may have reservations about using 
a classification rule based on the characteristics 
of the groups in a sample to reclassify the same 
sample. It tends to produce a biased and overly 
optimistic predicted error rate. All of these prob- 
lems are largely overcome using the holdout ‘U- 
method’, also called the ‘leaving one out’ method.’ 
It gives an ‘almost unbiased’ estimate of the ex- 
pected error rate (see Lachenbruch, 1967). It also 
copes very well with small sample problems, and 
it is fairly robust to problems of non-normality 
(see Kshirsagar, 1972). This method places 20 out 
of the 24 securities in the correct risk group, a 
success rate of 83.33%. (The classifications are 
shown in Table 10.) The ‘almost unbiased’ error 
rate is, therefore, only 16.66%. This constitutes 
considerable evidence that accounting and market 
data can be used to good effect in the prediction of 
the risk class of securities. 





Probabilistic choice models that are less affected by поп-пог- 
mality, such as Logit, might alternatively be used. LDA and 
Logit tend to give similar results in most cases. Using a Logit 
model (see LIMDEP™ User’s Manual), 21 out of the 24 
securities were placed in the correct group. 

?The technique is also referred to as ‘cross-validation’ (e.g. in 
the Minitab statistical computer package). One observation 
from a sample of N observations is left out, and the discrimi- 
nant functions are estimated from the remaining N-1 obser- 
vations. The estimated discriminant functions are then used to 
classify the omitted observation. The process is repeated for 
each observation. The number of misclassified observations is 
an estimate of the expected error rate. 


Linear Discriminant Function for Each Group 


Group 1 


Constant 

Beta 

Current Ratio 
Asset Size 

Earnings Variability 


ABR 22/87-—C 


— 175.62 
— 10.33 
18.31 
16.71 

— 554.93 





Group 3 
— 156.78 
10.77 
20.81 
13.97 
— 188.51 


Group 2 
— 176.56 
5.70 
20.05 
15.86 
—517.52 
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Conclusions 


Research into analysts' risk perceptions is con- 
cerned with generating an empirical measure of ex 
ante risk, and with discovering whether accounting, 
financial and market data contains information that 
is relevant to the evaluation of future risk. Account- 
ing and market data in the UK do appear to contain 
information relevant to the formation of risk prefer- 
ences, although it cannot be deduced that the 
analysts actually use this information in practice. 
This study found that risk perceptions could be 
largely explained by a combination of three ac- 
counting variables (current ratio, asset size, earn- 
ings variability) and one market related variable 
(beta). There is merit in an explanatory model with 
a small number of variables. A significant step 
towards the actual prediction of risk is provided by 
discriminant analysis. This requires that securities 
are placed into risk classes. Further research, and 
the construction of a larger data base on perceived 
risk, might be stimulated by the obviously practical 
usefulness of the approach outlined here. 
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Appendix 1 The Questionnaire (extract) 


Analysts were given the following instructions: 
Please assess the riskiness, relevant to the period of one year from now, of ich of the shares listed 
on the attached sheet. Please give your assessment of the risk of each share under the assumption 
that it is being purchased now and is to be held in a well-diversified portfolio. 

Please assign your risk rating on a scale from 1 (low risk) to 9 (high risk). You will probably 
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be more familiar with some shares than with others. But even if you do not follow a share closely 
please make an estimate, or ‘educated guess’, of its riskiness. May I also request a ‘familiarity’ 
rating, again on a scale 1 to 9, where 1 is unfamiliar and 9 is very familiar. 

To begin with will you please tick the box which best describes the nature of the work you do: 


Fund Management 
Brokerage Services 


pagadi 


Other 


Share 

Allied Lyons 
Amstrad 

Anglia TV 
Barratt Dev 

Blue Circle 

BICC 

BOC 

Boots 

Cable & Wireless 
English China Clays 
Ferranti 
Gestetner 

GKN 

Glaxo 
Hazlewood 

ICI 

LEP Group 
Lloyds Bank 
Lucas Inds 
Rentokil 

Scottish & Newcastle 
Smith & Nephew 
Tesco | 
Trafalgar House 
Vickers 


Investment Advice/Consultancy 


Banking, Financial Services other than above 


Risk Rating 
1-9 

FTA (1 = low risk) 
Classification (9 — high risk) 
Brewers — | ....... 
Electronics 
Leisure 
Construction 
Building 
Electrical 
Chemicals 
Stores 
Telephone 
Ind Mats 
Electronics 
Misc ....... 
Motors 
Health & Hsehld ....... 
Food. .. ^ oc 
Chemicals 
Transport 
Banks 
Motors 
Chemicals 
Brewers 
Health & Hsehld 
Food Retail 
Conglomerates 
Eng Mech 


Familiarity Rating . 
(1 = unfamiliar) 
(9 — very familiar) 
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The Impact of Size, Stock Market Listing 
and Industry Type on Disclosure in the 
Annual Reports of Japanese Listed 


Corporations 
T. E. Cooke* 


Abstract— This paper represents a contribution to rigorous testing of Japanese financial reporting and specifically 
reports on the impact of size, stock market listing and industry type on disclosure, both voluntary and mandatory, 
in the annual reports of Japanese listed corporations. The topic is of interest because findings in one country may 
not be applicable to Japan because of its so-called unique business environment and unique culture. It is found that 
size and listing status are important explanatory variables. In addition, manufacturing corporations were found to 
disclose significantly more information than other types of Japanese corporations. The interaction between industry 
type and quotation status was also found to be significant. 


Japan has become a major world economic power 
and yet knowledge of Japanese '. . . accounting and 
reporting practices remains in its infancy. This 
knowledge gap poses a major obstacle to more 
effective [international] business communications’ 
(Choi and Hiramatsu, 1987, p. xv) with Japan. 
This observation is still true in 1992, particularly 
with respect to empirical work on Japanese corpor- 
ate annual reports. This paper investigates, by 
way of a pilot study, the influence of size, stock 
market listing and industry type on the extent of 
disclosure in the: annual reports of 35 listed 
Japanese corporations. 

Size has been found to be a significant factor in 
explaining differences in the extent of disclosure in 
a number of different countries (see, for example, 
Cerf, 1961; Singhvi, 1967; Singhvi and Desai, 1971; 
Stanga, 1976; Belkaoui and Kahl, 1978; Firth, 
1979; Firth, 1980; and Cooke, 1989a). There are 
two réasons for including it in this study. First, if 
size is an important explanatory variable then 
stock market listing and industry type may be 
important interacting variables. Secondly, whilst 
size has been found to be significant in Anglo- 
Saxon countries this need not be the case for Japan 
which is sometimes considered to have a unique 





*The author would like to acknowledge the assistance of M. 
Kikuya, and the comments received from B. Pearson, R. S. O. 
Wallace and the anonymous referees. He would also like to 
thank the Institute of Chartered Accountants in England and 
Wales (ICAEW) for their financial support. The author is 
reader in accountancy at the University of Exeter and holder of 
an academic fellowship of the Institute of Chartered Account- 
ants in England and Wales. 


business environment and culture. Indeed, there is 
a substantial Japanese literature that is often re- 
ferred to as the nihonjinron (literally, discussions of 
the Japanese). The nihonjinron emphasises differ- 
ences between Japan and the Occident that encom- 
pass climate, race, productive base, social base, 
socio-cultural mode and intellectual style (Dale, 
1986, pp. 42-6). Whilst the environment may affect 
the level of disclosure in a particular country, size 
may be important in determining the extent of 
compliance with mandatory disclosures. It may be 
hat large companies are more likely to comply 

ith mandatory disclosures because they receive 
тоге public attention than smaller sized com- 
panies (Cooke, 1989b). Cooke (1989a) found that 
in the case of Swedish companies size was signifi- 
cant in explaining differences in corporate dis- 
closure levels. However, if size is not found to 
be significant for Japanese companies this may be 
the result of differences in environment between 
Sweden and Japan. 

Japan is also a country of interest because it is 
a major economic power, has many multinational 
organisations, some with overseas quotations, and 
has a domestic stock exchange in its capital city 
that has the second largest market capitalisation in 
the world. 

Differences in culture may help explain why 
Japanese corporate organisátions are unlike those 
in the West. For example, Kagono ef al. (1985) 
argue that cultural differences between Japan and 
the US affect their strategic and structural orien- 
tations. Their research suggests that Japanese 
corporations face less rivalry than their US 


230 


counterparts but are continually subject to de- 
mands for new products and have low mobility of 
capital and labour. In contrast, US corporations 
face intense rivalry, discontinuous jumps in tech- 
nology and high labour and capital mobility. As 
a consequence, US firms are characterised by 
*bureaucratic dynamics! with emphasis on prod- 
ucts while Japanese corporations are epitomised by 
‘group dynamics’ and are operations orientated. 

Another important characteristic of Japan is 
that interdependence rather than independence is a 
cultural attribute. For example, 73% (in 1990) of 
the shares of Japanese listed corporations are held 
by financial institutions (43.5%) and other 
business corporations (29.5%). These sharehold- 
ings are maintained, in part, to consolidate 
business relationships and have the effect of mak- 
ing it extremely difficult for a hostile takeover to 
succeed. Reciprocal shareholdings and interlock- 
ing directorships are characteristics of the so-called 
keiretsu (corporate groups). 

These characteristics of the Japanese environ- 
ment make an investigation into the relationship 
between a number of independent variables and 
the extent of disclosure worthwhile. Unique cul- 
tural and environmental factors may lead to con- 
clusions that are fundamentally different from 
those established for other countries. 

Before discussing the research methodology and 
hypothesis development a brief resumé of the 
regulatory system is provided in the following 
section. A detailed analysis can be found in 
McKinnon (1986), Choi and Hiramatsu (1987) and 
Cooke and Kikuya (1992). 


Japan’s dual regulatory financial reporting 
system 


An unusual feature of the post-war accounting 
regulatory framework in Japan is its dual nature 
(Oguri and Hara, 1990) in which listed companies 
produce.one set of accounts based. on the require- 
ments of the Commercial Code (CC) and a second 
set based on the requirements of the Securities and 
Exchange Law (SEL)/. 

Before the Second/World War the Ministry of 
Justice had been the major influence on financial 
reporting in Japan since it administered financial 
reporting based on the CC 1899 and as sub- 

. sequently amended. The underlying objective of 
financial statements prepared in accordance with 
the CC is to protect creditors and current investors. 
Consequently, disclosure of information on the 
availability of earnings for dividend distributions, 
creditworthiness and earning power is considered 
to be important (JICPA, 1984, pp. 4—5). 

The role of the Ministry of Justice remains the 
same, although, particularly for listed corpor- 
ations, its importance diminished considerably as a 
result of the post-war democratisation programme 
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imposed by the US which gave the Ministry of 
Finance considerable power. As part of this pro- 
gramme an independent Securities and Exchange 
Commission (SEC) was formed and the SEL was 
introduced under the auspices of the Ministry of 
Finance. Both changes were based on the position 
in the US. However, within a few months of the 
departure of the Allied Forces the SEC had been 
abolished and its role transferred to the Finance 
Bureau of the Ministry of Finance, thereby confer- 
ring additional authority on this Ministry. 

he introduction of the SEL was a major change 
in the orientation of corporate financial reporting 
since disclosure required by the SEL is oriented to 
genera] investors (JICPA, 1984, p. 32] The re- 
quirements of the SEL apply to all companies that 
have issued securities to the public (i.e., in the main 
those corporations with a listing on a Japanese 
stock exchange). They affect about 3,000 corpor- 
ations out of a total of about one million joint 
stock corporations. However, corporations subject 
to the requirements of the SEL repregent a signifi- 
cant proportion of economic activity.[The Ministry 
of Finance must be kept informed, not only 
through disclosures at the time of issuing securities 
by a registration statement, for which Ministry 
approval must be obtained by the issuing corpor- 
ation, but also by continuous disclosurg. 

The dual nature of the regulatory system in- 
evitably affects disclosure in corporate annual re- 
ports. All corporations produce one set of accounts 
prepared in accordance with the CC and these are 
distributed to shareholders and may be available 
to others if a request is made to head office. In 
addition all listed entities must prepare a second set 
of accounts that comply with the SEL. These 
accounts are rarely distributed to shareholders but 
must be filed with the Ministry of Finance and the 
appropriate stock exchange. Copies of the SEL 
accounts may also be purchased through desig- 
nated bookshcps or scrutinised at the appropriate 
stock exchange. The information in both sets of 
accounts may thus be considered to be in the public 
domain. 


Purpose of the study and theoretical back- 


roun 
fne purpose of this research is to examine the _ 

tent of financial disclosure in Japanese corporate 
annual reports and to assess whether a.number of 
independent variables (viz. size, stock market list- 
ing and industry type) affect levels of disclosure. 
This research differs in a number of ways fr 
those that have included Japanese corporations 
as part of their samples.\First, this study covers 
35 Japanese corporations compared with much 
smaller samples included in works by Choi (1973), 
Barrett (1977), Cairns, Lafferty and Mantle (1984), 
Stilling, Norton and Hopkins (1984) and Tonkin 
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(1989). Secondly, this study differs from Camp- 
bell’s (1985) research in that it is not solely based 
on accounts prepared in accordance with the 
SEL but extends to annual reports prepared in 
agcordance with the CC. 

The disclosure of information in annual reports 
inVolves a company in costs. These costs involve 
information gathering, management supervision, 
audit and legal fees and the dissemination of the 
information. Whilst firms are obliged to disclose 
certain items of information because of statutory 
regulations—although, of course, they may not 
comply—it is often the case that corporations 
voluntarily disclose more information than is 
required by statute. When: voluntary disclosures 
are made it can reasonably be assumed that the 
benefits of disclosure are perceived to exceed the 
costs 

(Disclosure is defined here as consisting of both 
voluntary and mandatory items of information 
provided in the financial statements, notes to the 
accounts, management’s analysis of operations for 
the current and forthcoming year and any sup- 
plementary information. Such a definition corre- 
sponds closely with that proposed by Wolk ег al. 
(1989, p. 246). The definition of disclosure is 
operationalised as those items of information in- 
cluded in both the annual reports prepared in 
accordance with the requirements of the CC and 
the SEL. If an item of information is required to 
be disclosed in either the CC or SEL accounts then 
this constitutes a mandatory disclosure and all 
other items are considered to be voluntary. Thus, 
the definition of mandatory items is quite restric- 
tive and consequently voluntary disclosure is wide- 
ranging. The distinction between voluntary and 
mandatory disclosures is provided for information 
purposes and serves to get ‘behind’ the aggregate 
data. However, in formulating the disclosure 


model the distinction was not considered import-, 


ant for a number of reasons. First, not all com- 
panies comply with mandated disclosures even 
though Japanese society is considered to be con- 
formist. Secondly, the distinction between manda- 
tory and voluntary disclosures is often blurred in 
Japan since companies must comply with GAAP 
(generally accepted accounting . principles) even 
though the principles are not well specified (Cooke 
and Kikuya, 1992), Consequently the distinction is 
subjective. This is‘emphasised in the definitions of 
mandatory and voluntary disclosures used in -this 
paper in which the narrow definition for manda- 
tory items leads to the disclosure model being 
dominated by voluntary iens 

Corporations with their heddquarters in Japan 
are classified as those listed solely on the Tokyo 
Stock Exchange (25 in the TSE group) or those 
with a listing on the TSE plus at least one overseas 
quotation (10 companies in the multiple group). 
This distinction may be important since it is poss- 
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ible that corporations ith multiple listings may 
disclose more information in their domestic ac- 
counts than corporations with a listing only on a 
home stock exchange. Indeed, Cooke (19892), in 
an analysis of Swedish corporations, found that 
disclosure in the corporate annual reports of do- 
mestically listed corporations was significantly 
lower than that reported by multiple listed corpor- 
ations. However, the Swedish situation is different 
from that in Japan because Swedish corporations 
with overseas quotations usually produce one cor- 
porate report in Swedish and this is translated into 
a number of foreign languages. In contrast, 
Japanese listed corporations not only produce two 
sets of annual reports for the domestic market but 
some produce a third set designed to meet the 
needs of the international reader, where the\latter 
is normally perceived to be a US investor. 


The independent variables 


Choi (1973) suggested that corporations are 
motivated by the need to obtain scarce money 
capital as cheaply as possible. The demand for 
information from investors is likely to be greater in 
an international setting than in a domestic one 
(Choi, 1973, p. 159). Thus, public disclosures in 
corporate annual reports published in Japan may 
reflect the demands placed upon managers by 
sophisticated suppliers of capital, both nationally 
and internationally, or their advisors (Bevis, 1965, 


p. 9). 
Size 

Size can be measured in a number of different 
ways. In this paper, eight size variables are con- 
sidered, viz. capital stock, turnover, number of 
shareholders, total assets, current assets, fixed 
assets, shareholders’ funds and bank borrowings. 
Many of these variables have been used individu- 
ally in previous research studies; for example, 
Cooke (19892) used turnover, number of share- 
holders and total assets separately as measures of 
size. 

Each of the variables used in this study is a 
measure of size in some respect and virtually all are 
used as size measures in ratio analysis. Perhaps the 
one unusual.measure of size is bank borrowings. 
This is included because of the relationship in 
Japan between the banks and the corporate sector. 
The banks, under the direction of the bureaucracy, 
have been instrumental in the rapid post-war 
growth of corporations. As van Wolferen (1989, 
p. 121) notes: ‘Another of the major functions of 
the Ministry of Finance is to regulate the flow of 
funds from banks into the business sector. Since 
the war Japanese corporations have had little 
choice but to rely for capital on bank borrowings 
rather than on equity raised in the public markets.’ 
Therefore, it is possible that in the case of Japanese 
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corporations, bank borrowings may be a measure 
of size in some sense. Indeed, the correlation 
between bank borrowings and the other size vari- 
ables suggests that this is the case. 

There is no overwhelming theoretical reason 
to prefer one size variable to another. However, 
each variable may contain an interesting and 
possibly unique aspect of size, despite any multi- 
collinearity between the size variables. Conse- 
quently it was decided to use factor analysis 
to identify the internal structure of the set of 
variables. In the light of information on size, 
appropriately measured using factor analysis, the 
paper examines the effect of listing status and 
industry type on the extent of disclosure by 
Japanese corporations. 

easons why large corporations might disclose 
móre information than other corporations can be 
found in Buzby (1972), Choi (1973), Firth (1979), 
Schipper (1981) and Cooke (1989b). One aspect 
that is worth emphasising is that the potential for 
agency costs may be greater in Japan than in the 
UK or US because there are fewer bonding activi- 
ties in Japan that create symmetry between the 
objectives of management and those of sharehold- 
ers (Pettway et al., 1990). Furthermore, because of 
the interrelationship between businesses and the 
existence of the kejretsu there are few monitoring 
activities in Japan] 


Listing Status 


Given the importance of size, listing status can 
also be a factor in explaining variability in 
the extent of disclosure. This is because multiple 
listed corporations may well incorporate certain 
aspects of foreign regulation into their domestic 
acount Арап, this can be linked to the capital- 
need hypothesis since those corporations that 
wish to raise money at the lowest cost of capital 
through a stock exchange are likely voluntarily to 
increase disclosure. Consequently, multiple listed 
corporations, raising capital on the international 
markets, will have a higher level of disclosure 
than purely domestically listed enterprises if 
the requirements of overseas stock markets are 
greater than those of their domestic exchange. ) 
Indeed, Cooke (1989a) found that this was th 
case and Singhvi and Desai (1971) and Choi 
(1973) also found that listing status was an import- 
ant explanatory variable. Spero (1979) found 
support for the capital-need hypothesis and Firth 
(1979) found that UK listed corporations disclosed 
significantly more information than unlisted 
corporations. 


Industry Type 


Levels of disclosure in corporate annual reports 
are not likely to be identical throughout all sectors 
of the economy. This may occur for a number of 
reasons. For example, "Japan's unparalleled econ- 
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omic growth and the extraordinary efficiency and 
productivity of Japanese manufacturing’ (Lincoln 
and Kalleberg, 1990, p. 3) together with the inter- 
national exposure of the manufacturing sector may 
have an effect on the extent of disclosure in corpor- 
ate annual reports that differs from other sectors. 

In addition, there may be historical reasons for 
differences in levels of disclosure. For example, 
during the war years accounting in certain 
businesses was heavily regulated (Choi and Hira- 
matsu, 1987, p. 34). Such regulations included the 
issuance of Working Rules for the Calculation of 
Manufacturing Costs in 1937, cost accounting 
regulations for industries supplying war materials 
in 1939 and 1940, and in 1941 the Planning 
Board's Tentative Standards for Financial State- 
ments of Manufacturing Companies. While all 
these regulations were abolished after the Second . 
World War it is possible that they have had a 
lasting effect on disclosure in the manufacturing 
sector. Similarly, Cooke (1989c, p. 33) suggested 
that historical factors may have been important 
in the development in financial reporting in differ- 
ent sectors in the Swedish economy. He found 
that when Swedish corporations were classified 
into manufacturing, trading, services or conglom- 
erate industry types, aggregate disclosure and 
Noluntary disclosure was lower in those corpor- 
ations classified as ‘trading’. Stanga (1976) also 
found industry type to be a significant explanatory 
variable. 

In the case of Japan, post-war economic success 
has been founded on manufacturing industry in 
which the '. .. economy prospers because areas of 
industry that show promise are stimulated by fiscal 
policies favouring investment' (van Wolferen, 
1989, p. 7). Since manufacturing is of fundamental 
importance to Japan it is possible that levels of 
disclosure in their corporate annual reports may 
differ from those in other business sectors. Conse- 
quently, corporations included in this research are 
categorised as either manufacturing (21 firms) or 
non-manufacturing (14 companies). 

Based upon the preceding arguments, the 
hypothesis to be tested is: 


There is an association between size, listing 
status and industry type and the extent of 
disclosure by Japanese corporations. 


Research method ` 


The Annual Report Sample 

In order to obtain a satisfactory sample, 100 
Japanese corporations were contacted by letter 
(in English and Japanese) and requests were made 
for the 1988 annual reports. The corporations 
were selected by simple random sampling with- 
out replacemient from the entire population of 
listed companies which are published in the Japan 
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Company Handbook. Тһе overall response rate 
was 35 per cent. 

A major task is the selection of items of infor- 
mation that might be expected to be reported in 
corporate reports. Since the focus of this paper is 
disclosure of information to a wide range of users, 
an extensive (165) list of items, including both 
voluntary and mandatory disclosures, is included 
in the scoring sheet? The selection of items for 
inclusion is influenced by previous research studies, 
recommended disclosures by the IASC, accounting 
standards issued by the Business Accounting 
Deliberation Council (BADC), Ordinances of The 
Ministry of Finance, statements and opinions 
issued by the JICPA, and the law. Thus, the list 
of disclosures is not directed at specific user 
groups, and is not constrained by the exclusion of 
statutorily required items (Firth, 1980) or by the 
exclusion of items likely to be irrelevant to a user 
group (Barrett, 1977). 

The disclosure scoring sheet was pre-tested on 
three Japanese corporate annual reports and after 
consultation with Japanese accounting pro- 
fessionals the research instrument was modified. A 
similar wide-ranging approach to the measurement 
of the extent of disclosure was adopted by Spero 
(1979), Wallace (1987) and Cooke (1989a). The 
split between mandatory and voluntary disclosure 
items was as follows: 





Commercial Securities and 
Code Exchange Law 
accounts accounts 
Voluntary 107 (65%) 76 (4694) 
Mandatory 58 (35%) 89 (54%) 
165 (100%) 165 (100%) 


Scoring the Disclosure Items 


The approach to scoring items is essentially 
dichotomous in that an item scores one if disclosed 
and zero if it is not disclosed in either the CC or 
SEL accounts. However, where an item of disclos- 
ure is clearly not relevant to a particular company, 
the entity is not penalised for non-disclosure. 
Whilst this introduces a judgemental element into 





‘Thus, there was considerable non-response to requests for 
corporate annual reports despite two follow-up letters in 
Japanese and English to non-responders. The low response rate 
may yield a non-response bias to the results given here, 
inasmuch as it may be considered that corporations which did 
not respond may be reluctant to disclose information generally. 
Thus, responding corporations are likely to disclose more 
information in their annual reports and hence the indices of 
disclosure calculated are likely to be biased upwards. However, 
there is no zeason to believe that the bias varies between 
corporations in the different groups or lias any effect on the 
interrelationsaip between the dependent variable and the inde- 
pendent variables. Thus, the sample is considered to be soundly 
based. _ ` 

? A copy of the research instrument may be obtained from the 
author. 
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the scoring procedure, this was considered to 
provide a more realistic assessment of corporate 
disclosure than a strict dichotomous approach. 
Judgement in the dichotomous procedure was 
made after reading the entire contents of both the 
CC and SEL annual reports. Failure to adopt such 
a procedure would have meant that larger more 
diversified enterprises would be able and likely to 
disclose more information. A modified dichoto- 
mous approach was adopted also by Buzby (1972), 
Wallace (1987) and Cooke (19892). 

The disclosure index J; for a set of accounts is 
defined as: 





where 


пу = number of relevant items for jth firm, 
n; € 165. | 
xj — 1 if ith (relevant) item disclosed, 
— 0 if ith (relevant) item not disclosed, 
so that 0<1<1. 

In determining the weights, if an item of infor- 
mation in either set of accounts is disclosed then 
the item is part of the information set, whereas if 
an item is not disclosed in either corporate report 
the item is classified as not being part of the 
information set. 

The implied assumption when an item is relevant 
is that each item of disclosure is equally important. 
Clearly one class of user will attach different 
weights to an item of disclosure than another class 
of user. However, the focus of this research is not 
on one particular user group but rather on all users 
of corporate annual reports. An approach which 
tried to encapsulate the subjective weights of a 
multitude of user groups would be unwieldy, and 
probably futile. Thus, the approach here is in effect 
to assume that the subjective weights will average 
each other out. Support for not attaching weights 
can be found in Spero (1979, p. 57) and Robins and 
Austin (1986). 


Descriptive Statistics 


Table 1 provides some descriptive statistics cat- 
egorised by type of disclosure. Whilst disclosure is 
split into voluntary and mandatory items, the 
regression analysis is based on aggregate disclos- 
ure, ie. voluntary and mandatory disclosure to- 
gether. It is noticeable that the mean scores for 
mandatory items are very high, reflecting a high 
level of compliance. However, the mean scores for 
voluntary disclosures are low and have a higher 
standard deviation compared to mandatory dis- 
closures. Whilst the range of mandatory disclosure 
was from 88% to 100% the range of voluntary 
disclosure was from 7% to 41%. 

One of the conditions necessary for regression 
analysis is that the sample must be random and 
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Table 1 
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Descriptive Statistics of the Disclosure Indexes by Type 


of Disclosure 


Voluntary Mandatory Aggregate 


Mean 

Standard deviation 
Minimum 
Maximum 


drawn from a normal distribution. Standard tests 
(Stuart and Ord, 1983, p. 144) of the data set on 
the skewness and kurtosis for the values 0 and 3 
respectively indicate the acceptance of the hypoth- 
esis that the data is normally distributed. 


Model 


A linear regression model is used to test the 
hypothesis. The problem of multicollinearity be- 
tween the size variables was resolved by factoring 
and the principal factors were used as regressors. 
Standard factor analysis statistics established that 
the technique is appropriate in this case.*4 The full 
specification of the regression is: 


Y, = Bi + ВХ, + Ву Xa + P» Xy; 
+ BaXait ВоХа + Ву Хаи 
+ Ву Хо + ВХ + Ва 6, 
where 


Y = disclosure index scores, 

X, = factvar = (0.12736 capital stock + 0.13563 
turnover + 0.13160 number of shareholders 
4-0.14327 total assets + 0.13715 current 
assets + 0.13863 fixed assets + 0.13913 
shareholders’ funds + 0.11949 bank borrow- 
ings). 

Listing status 


X3, = the company is multiple listed, 
Xz = the company is listed on the TSE. 


Industry sector 


Xa = the company is a manufacturing enterprise, 
Xa = the company is not a manufacturing enter- 
prise. 





Bartlett test statistic, p = 0.00001; Kaiser-Meyer-Olkin, 
0.81098. 

^Estimates of the factors were obtained using principal 
components analysis from the correlation matrix. Since factor 
one dominates with 86.73% of the tctal variation and the 
second factor only contributes 8.41%, it is considered appropri- 
ate to incorporate one factor in the linear regression. The 
unobservable construct is referred to as 'factvar' and the 
observable variables are the eight size variables (capital stock, 
turnover, number of shareholders, tota! assets, current assets, 
fixed assets, shareholders' funds and bank borrowings). As the 
structure is fairly simple no rotation was adopted. It is a 
property of factor analysis that the (unrotated) factors are 
uncorrelated. 


0.200 
0.095 
0.070 
0.410 





0.950 
0.027 
0.889 
1.000 


0.558 
0.060 
0.466 
0.680 


Interactive terms 


Ха =a manufacturing company and listed on the 


TSE, 
X5, = a non-manufacturing company and listed on 
the TSE, 
Ха=а manufacturing company and multiple 
listed, 
X4, = a non-manufacturing company and multiple 
listed, 
€ — error term, 
D-15235 


В = parameters (where the constant f, adjusts 
for any excluded dummy variables) 


and where at least one of X4, and X4, one of X, 
and X4, one of Ху, Хр, X4 and Х is zero. 


The regression analysis was undertaken with the 


- interactive variables, Ха, Хо, X44, Xs4, set at zero; 


then this assumption was relaxed permitting some 
of Ва, fs, Ва, Ва to be non-zero. Furthermore, 
since listing status and industry type are categorical 
variables, dummy variables were used for each of 
these variables, omitting one from each category to 
avoid perfect collinearity. Given the characteristics 
of the data, a first approximation of the relation- 
ship between the independent and dependent vari- 
ables is a linear response function. Since this is a 
pilot study with no prior information as to the 
distribution of the residuals a reasonable assump- 
tion is that the errors have a homoscedastic inde- 
pendent structure which enables t-statistics to be 
derived. An analysis of the standardised residuals 
against the predicted values of the index for the 
models reported in the tables suggests that the 
assumption is reasonable. 


Results 


Multiple Linear Regression 

A summary of the first regression is provided in 
Table 2. Independent variables in the equation 
consist of the manufacturing group, the composite 
variable (factvar) and the type of company 
classified as multiple listed. The TSE group is left 
out of the equation since it acts as a dummy 
variable for the quotation status category. 

Manufacturing corporations were found to dis- ' 
close significantly more information than non- 
manufacturing companies and this was true 
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Table 2 
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Regression with no Interactive Coefficients 
Variables in the equation 


Constant 


0.510322 
. 38.278 
0.0000 


Factvar 


x, 
0.022747 
3.013 
0.0051 


Multiple Manufacturing 
41 
0.046659 
3.074 
0.0044 


Xy 
0.044018 
2.173 
0.01080 


К? = 0.60417, standard error = 0.03744, Е = 18.29823. 


regardless of quotation status. However, there was 
no significant difference in levels of mandatory 
disclosure between manufacturing and non-manu- 
facturing corporations. The difference in levels of 
disclosure between manufacturing and non-manu- 
facturing corporations resulted, therefore, from 
voluntary disclosure. The motivational force ap- 
pears not to be government driven since there are 
no additional requirements for disclosure which 
apply to the manufacturing sector. The motivation 
seems rather to be capital markets based, although 
it would be a simplification in the case of Japan to 
conclude that corporations seek capital at the 
lowest cost and therefore obtain overseas quo- 
‘tations since rates of interest in Japan’s domestic 
market have been traditionally low. There is no 
doubt that deregulation in the capital markets 
which led to easier issuing terms was important 
and as a consequence the proportion of total funds 
raised abroad by Japanese corporations increased 
substantially during the 1980s. However, part of 
the motivation is to match foreign exchange risk 
with foreign trade and earnings. Another reason 
for obtaining an overseas quotation has been to 
increase Japanese corporate presence and public 
awareness of their operations in the markets in 
which they serve and rely upon. Indeed, post-war 
economic growth has been founded on develop- 
ment in the manufacturing sector in which corpor- 
ations have sought to expand, often by obtaining 
foreign market share. 

Another feature of the regression equation is 
that the f of the multiple listed group is positive, 
providing evidence that multiple listed corpor- 


Table 3 





ations disclose more information in their Japanese 
accounts than those companies with a domestic 
listing only. The Japanese regulatory environment 
is the same for both groups so it is possible that 
multiple listed corporations internalise some as- 
pects of foreign regulation. To be categorical on 
this point would require a separate investigation 
which analysed levels of disclosure by each 
Japanese corporation with an overseas listing with 
the disclosure requirements of each foreign stock 
exchange. This would require a larger sample of 
Japanese listed corporations with overseas listings 
and is beyond the scope of this paper. 

The second regression relaxes the assumption 
that the interactive coefficients are zero and the 
results are summarised in Table 3. Independent 
variables in the equation consist of the composite 
variable (factvar), Х;, (non-manufacturing x TSE) 
and X., (manufacturing x multiple listed group). 
The listing status categories, manufacturing com- 
panies, X;, (manufacturing x TSE) and X, (non- 
manufacturing x multiple listed) were all excluded 
from the regression equation. X, and X, were 
excluded because they served as the dummies with 
which Хо and X;; were compared: For example, 
the B for X5, is negative, demonstrating that the 
impact on disclosure of this interaction term is 
inferior to the X;, category. Furthermore, the В for 
Xs is positive, demonstrating that the impact on 
disclosure of this interaction term is superior to the 
X5, category. This is consistent with the regression 
reported in Table 2, i.e. manufacturing companies 
in the TSE group disclose more information than 
non-manufacturing corporations in that group and 


Regression with Interactive Coefficients 
Variables in the equation 


Constant 
B 0.554493 
T 61.683 
Sig T 0.0000 


Factvar (Х,) 
0.022049 
2.882 
0.0071 


Хо 
— 0.042061 
— 2.626 
0.0133 


R? = 0.60498, standard error = 0.03740, Е = 18.35727. 
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secondly, manufacturing companies in the multiple 
listed group disclose more information than non- 
manufacturing companies in the same group.? The 
inclusion of any one of the omitted variables 
reduces R2. ; 


Concluding comments, limitations and 
further research 


The research set out to examine whether the extent 
of disclosure by Japanese corporations in their 
annual reports that are published domestically is 
associated -with the size of the corporation, stock- 
market listing and industry type. It has been found 
that multiple listed corporations disclose more 
information in their Japanese annual reports than 
corporations listed only on the Tokyo Stock Ex- 
change. Multiple listed corporations are much 
more in the public eye than other corporations and 
pressures for adequate levels of disclosure are 
placed upon them by investors, their agents, and 
other users. These pressures are not as great on 


corporations with a domestic listing only. Whilst . 


this result is to be expected it is interesting to note 
that an overseas quotation has an effect on the 
extent of information disclosed in the domestic 
annual reports of Japanese corporations rather 
than on reports prepared for the international 
reader or for a foreign stock exchange. Corpor- 
ations are willing to behave in this way, not 
only because of the differences in-needs to raise 
external capital, but to match foreign exchange 
risks and to increase international awareness of 
their existence. 

Size was found to be an important influence. The 
composite size variable (factvar), derived by factor 
analysis, was included in the multiple linear re- 





51f each of the size variables is used separately in place of 
factvar there are only small variations in R* compared with the 
results reported in this section. The only exception to this is if 
bank borrowings are used as the size variable. In this case the 
R? with interactive effects increases from 0.60498 to 0.6410. 
This is of some interest since traditionally Japanese companies 
have been supported greatly by banks, as is the case in 
Germany, and is one reason why Zysman (1983) has described 
their financial systems as being credit based rather than capital 
market based as in the UK and the US. In the case of some Far 
Eastern countries such as Japan and Korea the level of bank 
borrowings is probably a good measure of size. 

Alternatively the sectoral effect may be modelled by intro- 
ducing the interaction between X, (manufacturing) and the size 
measure (X;) The difference іп the index between the two 
sectors is explained through the responsiveness to size rather 
than to a shift in the intercept in the regression. The regression 
result: 


P= 0.567 —0.076XY,X,4-0.109X, #2 ~ 0.4795 
(68.928) (—2418) (3.618) 
0.0000 09.0215 0.0010 


suggests this may be an appropriate model but it has inferior 
measures of fit and significance to the result reported in Table 3. 
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gression equation. Total assets, shareholders’ 
funds and fixed assets were most highly correlated 
with.this factor. It appears that sheer size in terms 
of controlling assets is more influential on this 
factor than the number of shareholders. 

It also appears that Japanese manufacturing 
corporations disclose significantly more infor- 
mation than other types of corporations, a finding 
consistent with the economic significance of manu- 
facturing in that economy. In addition, interaction 
effects between industry type and quotation status 
were also found to be significant. 

There are a number of limitations of this type of 
research. First, the focus of disclosure discussed in 
this paper has been on corporate annual reports 
which are only a part of the information set. In the 
context of Japan, external finance has often been 
raised from banks. and these institutions have the 
power to demand inside information. However, in 
the second half of the 1980s Japanese companies 
raised considerable sums of money from inter- 
national capital markets. Casual empiricism 
suggests that this, had the effect of increasing 
disclosure over time, with the added managerial 
bonus of increasing autonomy to the detriment 
of the banks. Such an assertion could be tested 
rigorously. 

Other weaknesses include the lack of concen- 


tration on any single user group. This could be 


remedied by ascertaining a specific user group’s 
information values and reflecting these in weight- 
ings of the items of disclosure in the model. 

Another area for future research is to assess both 
qualitative and quantitative disclosure differences 
between Japan and other countries. 
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The Accuracy of Profits Forecasts in Initial 
Public Offering Prospectuses 


Michael Firth and Andrew Smith* 


Abstract—The paper examines the accuracy of profits forecasts contained in prospectuses of companies newly listing 
on the New Zealand Stock Exchange. Accuracy is measured by forecast errors, absolute forecast errors and squared 
forecast errors. The level of forecast accuracy appears to be poor in comparison to studies conducted elsewhere. 
An attempt to model the errors as a function of firm specific characteristics and of Big Eight/non-Big Eight auditor 
Choice proved to be of little value. The forecasting errors were found to be unrelated to the stock price premium 


upon listing. 


Recent years have witnessed a large number 
of studies investigating the accuracy of profits 
forecasts made by company management and by 
investment analysts. Some of this research has 
focused on comparing the accuracy of analysts' 
forecasts, managers' forecasts, and the predictions 
from various statistical models (e.g. Imhoff 
and Pare, 1982; Schreuder and Klaassen, 1984; 
Hagerman and Ruland, 1979), while other research 
has examined the impact of forecast errors on 
stock prices (Patell, 1976; Penman, 1980, 1983). In 
most studies the data has consisted of forecasts 
of annual earnings of ongoing US corporations. 
A lesser amount of attention has been given to 
forecasts made outside the US, and to forecasts 
made during takeover bids (Dev, 1972; Westwick, 
1972), and upon the issue of securities of newly 
listing companies (Dev and Webb, 1972; Ferris 
and Hayes, 1977). The purpose of this paper is to 
examine profits forecasts made in the prospectuses 
of companies newly listing on the New Zealand 
Stock Exchange.' 

Profits forecasts appear to be important pieces 
of information for investors (Berlinger and Rob- 
bins, 1986) and especially for those companies who 
are newly listing on the stock exchange (these new 
listings are called initial public offerings or IPOs). 
Usually there is a dearth of information on IPOs, 
and the data contained in the prospectus typically 
represents a substantial proportion of the publicly 
available knowledge about the organisation. It 
follows that a profit forecast contained in the 





*The authors are, respectively, visiting professor, University of 
` California at Los Angeles and senior lecturer, the Victoria Uni- 
versity of Wellington. They thank two reviewers for their help- 
ful comments and suggestions on an earlier version of the paper. 

lPrevious published research on earnings forecasts contained 
in new issue prospectuses has been based on British data. The 
US has been reluctant to give profits forecasts in new issues 
prospectuses (see Cameron, 1986). 


prospectus of an IPO is potentially more important 
to investors than a profit forecast made by a 
company which has been listed for some time." 
Whether such potential is realised is an empirical 
matter and depends upon the relative accuracy of 
the forecast; while investors can evaluate the past 
forecasting accuracy of existing listed companies 
there is usually no comparable historical data for 
IPOs. 

Recent comment in New Zealand (Barstow, 
1987) has questioned the profit forecasting accu- 
racy of firms involved with IPOs, and the New 
Zealand Society of Accountants has raised con- 
cerns about this matter in their submissions to the 
Law Commission's Working Party on company 
law (Myers, 1989). There has been much anecdotal 
evidence and argument about IPOs missing their 
profit forecasts. In view of this, the New Zealand 
Securities Commission issued a discussion paper to 
review forecasting in prospectuses (Securities Com- 
mission, 1991). Thus, we decided to investigate the 
predictive accuracy of profit forecasts made in New 
Zealand prospectuses and to compare the results to 
studies on other countries. Forecasting accuracy 
varies across firms, and this study tests hypotheses 
which seek to explain the cross-sectional vari- 
ations. An examination of the stock price perform- 
ance of IPOs on the first day of listing was carried 
out in order to ascertain whether the stock market 
anticipates inaccurate profit forecasts. 


New issues in New Zealand 


In common with many other economies, New 
Zealand experienced a buoyant stock market 





?Blair and Taylor (1989, p. 50) state: "Hence accounting 
numbers are a fundamental part of the valuation process by 
which IPO investors decide whether the subscription price 
asked by the issuer is warranted’; eormines forecasts were 
considered part of the accounting numbers? = ; · ~, 
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during the mid-1980s, and a substantial number of 
new company flotations (companies listing for the 
first time) occurred. In the period 1982-1987 more 
than 150 companies were floated on the New 
Zealand Stock Exchange and this compares with a 
total of just over 200 firms listed at the end of 1981. 
Many of the flotations consisted of existing compa- 
nies who were expanding their operations with the 
cash proceeds of the new issue of shares. In some 
of these cases the existing management also used 
the occasion to liquidate part of their sharehold- 
ings. Other flotations consisted of brand new com- 
panies where an entrepreneur was planning to buy 
existing businesses with the proceeds of the new 
issue, or were oil and mineral exploration ventures. 

Legislation covering the raising of finance and 
the content and form of prospectuses is provided 
by the Securities Act 1978 and the Securities 
Regulations 1983. The Securities Regulations 
require a prospectus to contain statements (in 
qualitative and/or quantitative terms) as to trading 
prospects and a quantitative forecast of statement 
of changes in financial position for the year after 
the registration of the prospectus. In essence the 
Regulations require a company to provide an 
estimate of profits for the year subsequent to the 
registration date of the prospectus. In addition the 
legislation specifies that the auditor give an opinion 
on the compilation of the specific forecast and on 
the accounting policies used (Clause 42(2) of the 
First Schedule, Securities Regulations 1983)? Most 
initial public offerings go beyond the legal require- 
ments and forecast profits and dividends to the end 
of the fiscal year (the date to which a company 
draws up annual financial statements). These fore- 
casts can be compared against actual profits and 
they form the data set for our study. Some compa- 
‘nies also provide profit forecasts for the second and 
third (and beyond) years after the new issue. The 
amount of detail given in forecasts varies consider- 
ably. While some companies disclose a net income 
figure only, other companies disclose detailed rev- 
enue and line item expense numbers that go into 
constructing the net income forecast. Companies 
that did not give explicit profit forecasts are mainly 
made up of oil and mineral exploration ventures. 


Data and method 


Prospectuses were gathered from companies which 
first came to the stock market in the period 1983 
to 1986. From this population a total of 89 usable 
forecasts were obtained. To be usable in our study 
there needed to be a specific forecast and that 
the actual profits in the first year be available 





>The New Zealand Society of Accountants has recently issued 
a guideline that states that auditors should ensure that assump- 
tions on which prospective financial information is based are 
not unreásonable (NZSA, 1990). 
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(a few companies were involved in takeovers or 
other corporate reorganisations in the first year 
and hence had no recording of actual profit). The 
sample of 89 companies covered a wide range of 
industrial sectors.* 

The accuracy of profits forecasts can be 
measured in a number of ways (Brandon and 
Jarrett, 1976). Three measures were chosen for this 
study: the forecast error, the absolute forecast 
error, and the squared forecast error. Their compu- 
tations are described in Table 1. The mean forecast 
error is a measure of the bias in forecasting; that 
is, whether company management systematically 
over or under predicts earnings. The mean absolute 
forecast error gives some insight into how near to 
actual profits the predictions were. Finally, the 
mean squared forecast error gives greater weight to 
large errors and this may better model the loss 
function to investors due to erroneous forecasts 
(Bhaskar and Morris, 1984). 

Table 1 shows the descriptive results from the 
forecast error analyses. The mean forecast error is 
very large and negative; the actual profits were. 
92% less than forecast. This performance is far 
worse than that reported by Dev and Webb (1972) 
in their study on British profits forecasts contained 
in prospectuses. The mean forecast error is, how- 
ever, heavily influenced by the presence of a few 
very large forecast errors which were the result of 
the forecasts being close to zero (forecast profits 
appear in the denominator of the error metrics). 
After arbitrarily omitting the three largest errors 
(those errors greater than 1,000945) the mean fore- 
cast error drops to — 5%. In total 50 companies 
exceeded their profit forecast while 39 reported 
profits below those predicted in the prospectus. A 
majority of new issues, therefore, under-forecast 
their earnings although this effect was swamped by 
the larger magnitude errors made by over-forecast- 
ing companies. Table 1 also shows the distribution 
of the forecast errors. The absolute forecast error 
is very large. Although direct comparisons with 
Dev and Webb's (1972) British results are imposs- 
ible to make, the level of forecasting accuracy in 
new issue prospectuses of New Zealand companies 
appears to be comparatively poor (histograms in 
Dev and Webb indicate forecast errors ranging 
from negative 50% to positive 100%). The results 
from Table 1 also compare unfavourably with the 
forecasting accuracy levels reported in studies that 
examined management earnings predictions made 
in other circumstances. 

An alternative to omitting ‘extreme’ obser- 
vations and one which avoids the small denomi- 
nator problem is to scale the differences between 
actual and forecast profits by the assets of the 





^Seventeen firms were in the farming, fishing and horticulture 
sector; 14 in manufacturing; 28 in property, investment and 
finance; 8 in retail; and 22 in other areas. 
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Table 1 
Descriptive Statistics of Forecast Errors 


Mean 
Forecast Error (%) —92% 
Forecast Error after 
deleting three outliers (%) 
Absolute Forecast Error (%) 
Absolute Forecast Error after 
deleting three outliers (%) 
Squared Forecast Error (96) 
Squared Forecast Error after 
deleting three outliers (96) 


—5% 
328% 


141% 
19,100% 


532% 


50 companies exceeded their forecast profits 


Highest 
Positive 
Error 
3,047% 


Highest 
Negative 
Error 

— 12,393% 


Standard 
Deviation 
1,387% 


232% 
1,350% 


183% 
162,900% 


1,421% 


39 companies reported profits below those that were forecast 


Distribution 


% Forecast Error 
> 501 
401 to 500 
301 to 400 
201 to 300 
101 to 200 
81 to 100 
61 to 80 
4] to 60 
21 to 40 
0 to 20 
—20 to —1 
—40 to —21 
—60 to —41 
—80 to —61 
—100 to —81 
—200 to — 101 
—300 to —201 
—400 to —301 
—500 to —401 
< — 501 


FE = Forecast Error (96) = 


AFE = Absolute Forecast Error (96) = 


Actual Profit — Forecast Profit 
| Forecast Profit] 


Actual Profit — Forecast Profit 
Forecast Profit 


of Errors 
Number of 
Companies in Error 
Category 


DAAN CO o ds 


| eee enne 


со 
е) 


х 100 


х 100 





SFE = Squared Forecast Error (96) == ( 


company (after the new issue has been completed). 
As can be seen from Table 2 this refinement 
substantially reduces the error metrics. In general 
the forecast errors are dwarfed by the size of the 
company. 

In order to get some insight into the reasons for 
the poor forecasting performance a number of 
hypotheses were tested. These hypotheses have 
been examined in prior studies including those 


ABR 22/87—D 





Actual Profit — Forecast Profit V? 
100 
Forecast Profit 


relating to new issues; this allows comparative 
analysis. The hypotheses relate to differences in 
absolute forecast errors. 


Determinants of forecasting accuracy 


Previous studies have shown that the shorter the 
forecasting period (the time between the prospec- 
tus date and the year end to which the forecast 
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Table 2 
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Forecast Errors Computed from Scaling by Gross Assets of | Companies 


(n — 89) 


Forecast Error (95) 
Absolute Forecast Error (94) 
Squared Forecast Error (%) 


% Forecast Error 


Standard 

Deviation 
21.25% 
17.99% 
19.06% 


Meen 
—2.78% 
11.57% 
4.53% 


Distribution of Errors 
Number of 
Companies in Error 
Category 


—20 to —11 
—30 to —21 
—100 to —31 

« —100 


pertains) the more accurate the profit prediction 
becomes (Brown, Foster, and Noreen, 1985; 
Collins and Hopwood, 1980; Cooper and Taylor, 
1983); this finding also applied for the new issue 
forecasts analysed by Dev and Webb (1972). The 
following hypothesis was tested: 


H,: Forecasting accuracy improves the shorter the 
forecast interval. A variable, representing the 
number of months making up the forecast 
interval, was calculated and we hypothesise a 
positive relationship with the error metric; the 
longer the interval the greater the error. 


There is some support in the literature (Bhaskar 
and Morris, 1984) for the contention that larger 
size companies are 'easier' to forecast than their 
smaller size counterparts. This may be predicated 
in part on the idea that larger companies have a 
greater control over their market settings and that 
they enjoy some comparative economies of scale 
which make them less susceptible to economic 
fluctuations. To examine this notion the following 
hypothesis was tested: | 


H,: Forecasting accuracy improves the larger the 
company. 

This hypothesis implies a negative relationship 

between forecast error and company size. It should 

be noted here that new issue companies in general 

tend to be small in comparison to existing listed 

firms. 


The profits of companies which have been in 
existence for a small number of years would appear 
to be intrinsically more difficult to forecast 
(Berlinger and Robbins, 1986). At the extreme the 





prediction of earnings of brand new firms seems to 
be particularly fraught with difficulty. This leads us 
to a third hypothesis: 


H,: Forecasting accuracy improves the longer the 
company has been in existence. 


The hypothesis is tested via two variables. The 
first is the age of the company in years while the 
second is a dummy variable taking the value one 
if the company had a trading record prior to the 
prospectus, otherwise zero. A negative relationship 
with forecast error is expected for both variables. 
Hypothesis H, does not appear to have been 
explicitly examined in prior studies of forecasting 
accuracy. 

A fourth hypothesis relates to the credibility of 
the sponsors, promoters, underwriters and audi- 
tors of the new issue. Previous research has exam- 
ined the importance of the reputational signalling 
of these agencies and principals (Simunic and 
Stein, 1987; Booth and Smith, 1986; Wakeman, 
1981). For example, there seems to be a theoretical 
consensus that high reputation underwriters are 
associated with more ‘successful’ new issues. The 
limited amount of empirical testing to date has 
shown some weak support for this. A large number 
of sponsors and underwriters were involved in the 
new issue market in New Zealand and there is no 
consensus as to their rankings as regards credi- 
bility. Thus, it is not possible to test whether high 
reputation sponsors, promoters and underwriters 
were associated with superior forecasting accuracy. 
In contrast, the auditing profession does have a 
well accepted market segmentation which is based 
on Big Eight status. The dichotomy of accounting 
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Table 3 
Description of Variables Used in Explaining Absolute Forecast Errors 

Description 
Gross assets after the new issue (millions). 
Length of the forecast period measured as the number of months between 
prospectus date and the year end to which the forecast pertains. 


Variable 
SIZE: 
PERIOD: 


AGE: 
EXIST: 
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The number of years the company had been in existence. 
A dummy variable taking a value of one if the company existed prior to 


the prospectus date, otherwise zero. 


AUDITOR: 
Big Eight. 

LEVER: 

AFE: 


firms into the Big Eight-non-Big Eight is well 
established and various arguments have been for- 
warded to the effect that the Big Eight firms are the 
high quality producers of audits (Simunic and 
Stein, 1987). 

The profits forecasts appearing in prospectuses 
are required, under the Securities Regulations 
1983 (Clause 42, First Schedule), to be audited as 
regards the accounting policies adopted and the 
financial calculations. Therefore, auditors are 
involved in the production of profits forecasts 
appearing in the prospectuses of newly listing 
companies. Given that a Big Eight auditor has 
been retained in order to add credibility to the 
new issue we hypothesise that Big Eight auditors 
were associated with increased profits forecasting 
accuracy. Formally: 


H,: Forecasting accuracy improves if the com- 
pany's auditor is a member of the Big Eight. 


In order to test for this the accounting firm was 
Classified as a Big Eight auditor (and given a 
dummy variable value of one) or non-Big Eight 
(given a dummy variable value of zero). A negative 
relationship is hypothesised. Although prior re- 
search has addressed the question of auditor choice 
in the market for initial public offerings (Simunic 
and Stein, 1987; Firth and Smith, 1992), we are 
unaware of any studies linking accounting firms 
and the magnitude of profit forecast accuracy. 

Industrial classification may have an association 
with the level of forecast accuracy; that is, some 
industries may be inherently more difficult to pre- 
dict than others. Empirical evidence on whether 


Table 4 

Summary Statistics of Sample Firms 
Variable Mean Standard Deviation 

25.62 
7.23 
4.32 

38.21 


SIZE ($ million) 
PERIOD (months) 
. AGE 
LEVER 


2.15 
3.14 
21.60 





A dummy variable taking a value of one if the auditor is a member of the 


The ratio of debt to gross assets after the issue. 
Absolute Forecast Error (see Table 1 for its construction). 





differences exist in forecasting errors across indus- 
tries has been mixed (Ferris, 1976; Richards, 1976; 
and Bhaskar and Morris, 1984). For forecasts 
contained in new issue prospectuses in the UK, 
Dev and Webb (1972) reported some industry 
differences. Unfortunately the New Zealand data 
is insufficient to test for industry differences in 
forecasting errors. The number of observations 
appearing in each industry category was small and 
statistical testing for differences was infeasible. 

The net profits of companies with comparatively 
high levels of debt are traditionally regarded as 
being more difficult to forecast. To accommodate 
this factor as a determinant of forecast accuracy 
the following hypothesis was constructed: 


H,: Forecasting accuracy improves the lower the 
leverage (measured as debt divided by gross 
assets). | 

A positive relationship is expected between the 
forecast error and the leverage ratio. 


Hypotheses Н, to Н, are tested by multiple 
regression with the error metric (absolute forecast 
error) as the dependent variable and measures 
of forecast period (PERIOD), size (SIZE), age 
(AGE), prior existence (EXIST), auditor (AUDI- 
TOR), and leverage (LEVER) as the independent 
variables. Table 3 lists the variables and their 
measurement. Summary statistics (mean and stan- 
dard deviation of continuous variables) relating 
to the 89 sample firms are shown in Table 4. As 
expected the size of sample firms was small com- 
pared to listed companies in general; Mear and 
Firth (1986) reported average gross assets of $63.5 
million for all listed companies in 1983. 

The results of the regression conducted on 86 
sample firms (the three ‘outlier’ companies with 
forecast errors exceeding 1,000% were omitted) are 
shown in Table 5.° The В? statistic indicates a 
moderate fit with just one variable, SIZE, being 





5When all 89 sample firms were used, the regression equation 
has an R? of 0.030; this represents a very poor fit. In this 
formulation none of the independent variables was statistically 
significant. 
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Table 5 
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Regression of Absolute Forecast Errors Testing Hypotheses 1 through 5 


Variable 
Intercept 
PERIOD 
SIZE 

AGE 
EXIST 
AUDITOR 
LEVER 


F statistic — 3.228. 
R? = 0.219. 


Coefficient 
— 28.740 
7.995 
0.319 
— 1.638 
—4.553 
32.261 
0.833 


statistically significant at the 0.1 level. However, 
SIZE had a positive sign which is contrary to 
hypothesis 2. Large size IPOs were usually raising 
proportionately more capital in the new issue than 
their small size counterparts, and this provides an 
explanation for the positive relationship if it is 
assumed that it is more difficult to predict the 
earnings from the investment of the new issue 
proceeds than predicting the earnings from activi- 
ties owned prior to the new issue (for support see 
Berlinger and Robbins, 1986). This explanation, of 
course, runs counter to hypothesis 2 but does 
provide a rationale for larger size firms being 
associated with greater forecasting errors. 

Although the coefficient on PERIOD has the 
expected positive sign, indicating that longer fore- 
cast horizons are associated with lower prediction 
accuracy, it is not statistically significant at the 
0.1 level. One reason for the lack of a significant 
relationship is that the shorter the period to the 
year end, the less time management has to employ 
the new issue funds and generate earnings from 
them; this argument offsets the seeming advantage 
of a shorter forecasting horizon. As an example, an 
unexpected delay of one month in employing funds 
has more impact in a six-month time horizon than 
in a twelve-month horizon. In any event the lack 
of association contrasts with the results reported 
by Dev and Webb (1972). 

Both the AGE and EXIST variables had the 
expected negative sign, indicating greater fore- 
casting accuracy for firms with longer operating 
histories, but neither was statistically significant. 
Apparently forecasting the earnings of a brand 
new company was no harder than forecasting for 
an existing company with a track record of per- 
formance. In many cases the new issue proceeds 
more than doubled the size of the existing company 
and so its track record was, perhaps, of limited 
relevance; this militates against the hypothesis of 
a negative relationship between absolute forecast 
error and the AGE and EXIST variables. 

The AUDITOR variable has a positive sign, 
contrary to the expectation suggested by hypoth- 
esis 4, although the coefficient was not statistically 


Standard Error 

101.425 
5.660 
0.081 

1.806 
25.949 
43.468 
0.898 





p level 
0.7771 
0.1623 
0.0002 
0.3676 
0.8612 
0.4605 
0.3566 


t -statistic 
—0.283 
1.413 
3.960 
—0.907 
—0.175 
0.742 
0.928 


Significance level = 0.0075. 


significant. The leverage variable (LEVER) was 
also statistically unrelated to the level of fore- 
casting accuracy. The difficulty in forecasting 
profits for newly listing companies appears to 
pervade all types of firms with only the SIZE 
variable having statistical significance. The sign of 
the SIZE variable was opposite to that conjectured 
by hypothesis 2 although there is an argument for 
the observed positive relationship. 


Forecasting accuracy and IPO underpricing 


The profit forecasting accuracy results shown 
in Table 1 reveal considerable variability. The 
distribution of errors especially highlights the dis- 
persion. Of interest is whether investors were able 
to predict, at the time of the issue, those forecasts 
which were overly optimistic and those which were 
overly pessimistic. If it is assumed that the IPO is, 
on average, correctly priced, given the profits 
forecast,® then the initial listing price would be 
expected to be the same as the issue price. In 
practice, however, underpricing of the IPO appears 
to be the norm and this is rationalised on the basis 
of risk considerations (Rock, 1986). Underpricing 
of IPOs is witnessed in New Zealand as well as in 
Australia (Finn and Higham, 1986) and in the US 
(Beatty and Ritter, 1986; Ibbotson, 1975; Logue, 
1973; McDonald and Fisher, 1972; and Ritter, 
1984). Given the prevalence of underpricing we 
might assume that the level of underpricing (or 
equivalently the level of the premium)’ is the 
same for all companies. Thus the sponsors and 
underwriters of the IPO price the issue based on 
forecast profits and then attach a constant percent- 
age adjustment to reflect an average underpricing 
discount. 





‘Profits forecasts would, a priori, appear to be important in 
fixing the issue price. Some authorities contend that the profit 
forecast is all important (Harford, 1969). 

"Premium is the difference between the initial listing price and 


the issue price. This is usually a positive amount (i.e. listing -- 


price exceeds the issue price) reflecting underpricing. The level 
of the premium is the premium divided by the issue price, 
expressed as a percentage. 
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Regression of Premium on Listing and Forecast Error 


Panel A: Using Size Variable 
Variable 

Intercept 

SIZE 

AGE 

INSIDE 

FORECAST ERROR (FE) 


F statistic = 0.144. 
— 0.008. 


Panel B: Using Raised Variable 
Intercept 

RAISED 

AGE 

INSIDE 

FORECAST ERROR (FE) 


F statistic — 0.193. 
R? = 0.010. 


Coefficient 
68.126 
—0.027 
—0.384 
—0.455 
—0.024 


Significance level — 


73.430 
—0.000 
—0.326 
— 0.478 
—0.017 


Observation tells us that the level of the pre- 
mium does vary between companies. We hypoth- 
esise that differences in the levels of premiums 
arise, in part, because of investors expecting actual 
profits to depart significantly from those being 
forecast. If investors believe that the forecast 
profits are unduly pessimistic, then they are likely 
to attach a greater premium to the issue price when 
the shares are first listed on the stock exchange 
(this assumes the issue price is predicated on the 
forecast profits). Conversely, if investors believe 
forecast profits are unduly optimistic? then the 
initial listing price could be below the issue price. 
This reasoning leads us to hypothesise: 


Не: The level of the premium is related to the 
forecast accuracy. 


In particular, we posit a positive relationship be- 
tween the forecast error metric (forecast error) and 
the level of the premium. A high positive forecast 
error (actual profits greater than predicted) is 
associated with a high positive share price pre- 
mium (listing price substantially above issue price). 

Prior research using data from the US has 
investigated why premiums differ among IPOs, and 
various factors have been put forward as explana- 
tory variables. Such variables include the size of the 
issue (amount raised), the size of the company, the 
percentage of equity held by managers (insiders) 
after the issue, stock return risk (empirically 
measured subsequent to the listing), and prestige 
of the underwriter. Some support for a negative 
relationship between premiums and the size of the 


Standard Error 


Significance level = 





t-statistic 
2.330 
— 0.367 
—0.252 
—0.612 
—0.305 


p level 
0.0226 
0.7145 
0.8018 
0.5422 
0.7611 


29.233 
0.075 
1.525 
0.743 
0.080 


0.9651. 


31.149 
0.001 
1.493 
0.729 
0.072 


0.9416. 


issue, and premium and percentage of common 
stock held by outsiders, was given by Logue’s 
study (1973). Both Neuberger and LaChappelle 
(1983) and Neuberger and Hammond (1974) found 
that the prestige of the underwriter had an impact 
on the premium. Ritter (1984) reported higher 
premiums the smaller the size of the company prior 
to the issue. Other researchers, however, have 
found no significant explanators of the premium, 
and so the empirical evidence on the determinants 
of the initial stock return (issue price to initial 
market price) is somewhat inconclusive. 

In testing H, it was necessary to control for the 
potential influence of company size after the issue, 
the finance raised by the issue, the age of the 
company, and the percentage ownership of stock 
by company management.’ Therefore the follow- 
ing regression was constructed to test Н,: 


LISTPREM = В, + B, SIZE + B, AGE 
+ B, INSIDE + B, FE 


SIZE and AGE are described in Table 3. The 
variable FE is the forecast error (see Table 1). 
INSIDE is the percentage of common stock owned 
by managers after the new issue. LISTPREM is the 
percentage change in price from the issue price to 
initial market price: 

x 10). 


The SIZE variable is highly correlated with the 
RAISED variable" (RAISED is the amount of 





initial market price — issue price 
issue price 














"In this scenario, investors are unlikely to take up all of the 
issue and the underwriters will be left owning a lot of the shares. 
It was very rare for underwriters to be left with shares in the 
period 1983-1986. 


?As described previously, we could find no useful measure- 
ment of underwriter reputation and so this variable was not 
used in the regression. 

‘Pearson correlation is 0.65. 
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new money raised by the issue) and so the follow- 
ing model was also run: 


LISTPREM = B, + В RAISED + B, AGE 
+ B; INSIDE + B,FE 


The results of the regression are shown in 
Table 6. Panel B of Table 6 uses RAISED as an 
independent variable in place of SIZE. As can be 
seen from the table the models provided very poor 
explanators of the premium on listing. Of particu- 
lar concern to this study was the significance, if 
any, of the forecast error. Hypothesis H, argued 
for the forecast error to be positively related to 
the premium. Table 6 provides no support for the 
hypothesis. This in turn provides no evidence to 
confirm the view that the stock market can predict 
bias in prospectus forecasts. 


Conclusion 


This study set out to examine the accuracy of 
profits forecasts contained in new issue prospec- 
tuses in New Zealand. Using data from the period 
1983—1986, forecast errors, absolute forecast errors 
and squared forecast errors were calculated. The 
results showed a very high level of forecasting 
errors which were well in excess of those observed 
in the UK. The mean errors were, however, driven 
by a few large ‘outliers’ and their removal resulted 
in a considerable improvement in forecasting 
accuracy. | 

Since the Securities Regulations came into being 
in 1983 companies newly listing on the New 
Zealand Stock Exchange have had to produce a 
profits forecast (albeit for inclusion in a Statement 
of Changes in Financial Position). For some com- 
panies, forecasts may be very difficult and hence 
large errors occur; prior to the passing of the 
Securities Regulations such firms might not have 
made a forecast and might instead have relied on 
a description of the planned investments, plus the 
reputation of the underwriter/sponsor, to sell the 
new issue shares. In contrast to New Zealand there 
is no requirement for Australian, Canadian and 
US newly listing companies to disclose a profits 
forecast in their prospectuses (Elmslie, 1988; 
Henderson and Peirson, 1988; Securities Commis- 
sion, 1991); presumably firms in those jurisdictions 
who believe profit projections will be very tenuous 
do not make forecasts. The International Stock 
Exchange (London) requires companies to include 
a statement of financial and trading prospects 
in their prospectuses; profit forecasts and State- 
ments of Changes in Financial Position are not 
mandated. The poor profit forecast accuracy of 
prospectuses in this study vis-à-vis the UK re- 
search (Dev and Webb, 1972; Ferris and Hayes, 
1976) may be due to New Zealand firms being 
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forced to make predictions even though many 
would rather abstain from forecasting. 

During the period of the study, corporate profits 
in New Zealand were increasing and there 
appeared to be no undue variability in profitabil- 
ity (Mear and Firth, 1986). The period 1983- 
1986 was not, therefore, an especially uncertain 
time for company profitability. Of note, however, 
was the comparatively large number of IPOs 
during the period. The ratio of IPOs to already 
listed firms in New Zealand is far higher than 
in Australia, Canada, UK and the USA. This 
large ratio might be indicative of companies 
coming to the stock market even though their 
operating plans had not been carefully thought 
through; in such a situation it would not be 
surprising that large forecast errors occur. The 
above scenario requires company sponsors to 
acquiesce in the new issue; perhaps the buoyant 
stock market and large issue fees made com- 
pany sponsors (stockbrokers, investment bankers) 
less circumspect in screening IPOs. 

Following. previous research, attempts were 
made to model the degree of forecasting error. The 
models were largely unsuccessful in explaining the 
errors. In particular, the period of the forecast 
provided little help in explaining the errors; 
although the variable had the hypothesised posi- 
tive sign, it was not statistically significant. It is 
conjectured that the shorter the forecast horizon 
the less time management has to employ the capital 
raised in the new issue and that this explains the 
lack of significance in the relationship between 
PERIOD and forecast accuracy. The only signifi- 
cant variable in explaining absolute forecast error 
was SIZE and this had a sign opposite to that 
expected under hypothesis 2. We speculate that, 
because larger firms were raising proportionately 
more capital than their smaller counterparts, their 
forecasts were more difficult to make (as forecasts 
of brand new investments are more tenuous than 
forecasts of existing investments). In addition, the 
rationale for hypothesis 2 may be suspect as the 
larger IPOs are still small in comparison to existing 
listed companies and thus none of the newly listing 
firms have control of their market settings; nor do 
they enjoy large economies of scale. The auditor 
variable, based on the Big Eight/non-Big Eight 
dichotomy, proved fruitless in explaining forecast 
accuracy. Likewise leverage, age and prior exist- 
ence (existence of a tracing history prior to the new 
issue) were not statistically significant explanators 
of forecast accuracy. 

As in other research, the degree of new issue 
underpricing varies across firms, and we hypoth- 
esised that forecasting accuracy may be related to 
this underpricing. However, the empirical results 
provided no support for this notion. The stock 
market does not appear to be able to predict bias 
in profits forecasts. 
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Managers’ Responses on EEI 


John R. Grinyer, Reza Kouhy and Abdussalam A. M. Elbadri* 


Abstract—The concept and practical implementation of EEI has been introduced in a series of papers and has been 
tested for feasibility. This paper explores the reactions of managers who acted as respondents to a questionnaire 
in a total:of seven UK and Iranian companies in which the system was tested. It discusses the limitations of the 
case based research methodology available, the observatons from the study and the factors that might have influenced 
the responses made to a questionnaire. Although EEI was generally considered to be potentially useful for some 
purposes, there was a marked reluctance on the part of respondents to move from established historical cost 
accounting practice. Some of the identified constraints on the adoption of EEI seem likely to impede the introduction 


of any new accounting model. 


Assessing the validity of EEI 


It has been suggested that proposals for chang- 
ing accounting practice should ideally be logically 
defensible (Ijiri, 1972), implementable (ил, 1972), 
and of practical use (Caplan, 1972). These criteria 
of acceptability seem to be reasonable in a disci- 
pline that aims to model and develop accountancy 
practice and are accepted as a basis for the follow- 
ing analysis. Grinyer (1985, 1987a) presented the 
deductive logic underlying a concept called 
*Earned Economic Income' (EET) that was utilised 
and illustrated in the case study presented in 
Grinyer and Elbadri (1989). The theoretical work 
on EEI was developed in Grinyer and Lyon (1989) 
and further work is in progress. As the basic 
reasoning supporting EEI has not yet been publicly 
challenged, this paper assumes that the concept is 
logically defensible. It proceeds to outline evidence 
on whether EEI can be implemented and whether 
it is likely to be of practical use. 

Grinyer and Elbadri (1987) discuss at length the 
difficulties of testing a new accounting approach in 
the ‘real world’. They conclude that tests using a 
methodology that yields large numbers of obser- 
vations are difficult, if not impossible, because 
there are no existing examples of the use of untried 
approaches so that potential respondents usually 
have no information on or experience of the ac- 
counting method subject to investigation. In these 
circumstances the empirical evidence on the new 
model may have to be established by a lengthy 
process of applying the approach in selected firms; 
educating the respondent managers of those firms 
on both the process of calculation and the meaning 





*The authors are, respectively, professor of accountancy at 
the University of Dundee, lecturer in accountancy at the 
University of Dundee, and lecturer in accountancy at the 
University of Garyounis, Benghazi. They are grateful for the 
constructive comments received from referees and from col- 
leagues at the University of Dundee. 


of the information yielded by the approach; and 
obtaining the reactions of those managers to the 
accounting proposals. Such case study based meth- 
odology is subject to a number of problems, which 
are discussed below. Nevertheless, it can be 
claimed that even imperfect and incomplete infor- 
mation is better than none and that on such 
grounds the case based methodology is justified. It 
has been used in the research outlined in this paper, . 
which synthesises. evidence from a total of seven 
cases, in the UK and Iran, of the implementation 
of EEI. These involved a toial of eleven responding 
managers associated with the businesses involved. 
Appendix I gives information on the businesses, 
the managers and the time spent by the latter with 
the researchers. 

The researchers found that managers participat- 
ing in the research had very full diaries and were 
often away on business, so that it was difficult for 
them to spare the relatively large amount of time 
required in total for the project. In these circum- 
stances, the host companies had to be sympathetic 
to the researchers and therefore were found by the 
use of personal contacts. Existing relationships 
were used in the UK, and contacts with the 
ministry responsible for auditing nationalised 
businesses were used in Iran, to gain entry to the 
participating firms. Despite the part played by the 
Iranian ministry, the Iranian companies involved 
were volunteers. Thus, in all seven cases, the top 
managers of the businesses taking part in the 
experiment had agreed to participate. Neverthe- 
less, none of them had any prior knowledge of EEI 
or of the precise nature of the concepts that were 
to be implemented in their firms. It was not, 
therefore, possible for them to be biased in favour 
of, or against, the system before their involvement 
in the research project. Obviously it was possible 








IScapens (1990) discusses case study based research method- 
ology. 
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for biases to be introduced by the researchers' 
attitudes to the system and by the routes through 
which the researchers gained access to the firms 
involved. Such potential biases exist in most case- 
based research studies and there was no evidence 
of any special difficulties in the firms involved in 
this study. 

In all cases the methodology outlined in Grinyer 
and Elbadri (1987) was used, which involved: 


1. Making an initial ‘educational’ visit. 

2. Developing EEI statements for the organisation 
involved. 

.3. Visiting the firm to present and discuss the EEI 
Statement for the chosen organisation and to 
"leave a questionnaire for respondents to con- 

sider. 

4. Private consideration by respondents of the 
documents and questionnaires. 

5. Making a final visit to the firm, during which the 
respondents completed a questionnaire and dis- 
cussed the EEI system with the researchers, 
using the questionnaire as a basis. 

6. Interpreting the results of the tests, together 
with those of other firms. 


The initial visit introduced the EEI system, 
arranged for the provision of necessary infor- 
mation and estimates and started to develop re- 
spondents' awareness of the nature of the system. 
On the basis of data obtained as a result of the 
visit, EEI statements were prepared by the re- 
searchers for each of the organisations involved. A 
second visit to a firm, to discuss the EEI statements 
which had been prepared in respect of the profit 
centre, was most important because the nature and 
implications of the approach were most readily 
grasped by the respondents when illustrated in a 
statement relating to a business and transactions 
with which they were familiar. During the visit, 
each part of the EEI statement was considered in 
detail and discussed, underlying calculations were 
demonstrated and respondents indicated that they 
understood the basis for the figures shown in the 
statement. A questionnaire was then left with the 
respondent. All of the respondents took several 
weeks for the ‘private consideration’ phase of the 
project and seemed well prepared for the open 
ended discussions that occurred, usually over two 
or more hours, whilst completing the questionnaire 
during the final visit. In these discussions respon- 
dents gave the reasons for their judgements. 

Although the procedure outlined above may be 
the best that is available, it has clear limitations. 
Firstly, the responses to the questionnaire could be 
biased in either direction by the attitudes and 
known associations of the researchers. It is prob- 
ably impossible to identify the existence of such 
influences. Secondly, differences in response may 
arise from variations in the environments experi- 
enced by the respondents. One might anticipate 
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that managers’ reactions would be influenced by 
regional and ethnic cultures and by the class of 
owners to whom they were accountable. (The 
differences between the UK and Iranian environ- 
ments are outlined below.) Thirdly, the very lim- 
ited size of the sample of cases means that the 
observations from the questionnaires cannot be 
used in standard statistical analyses and may not 
describe attitudes that are widely held in the popu- 
lations from which the companies observed were 
drawn. These difficulties are, however, inherent in 
most cases study based work. They mean that 
observations have to be interpreted with caution, 
and not that they have no value in a situation in 
which more reliable information is not available. 

Obviously there were potential problems in inte- 
grating separate studies undertaken in the UK and 
in Iran, because they involved different researchers 
in the field studies. These difficulties were mini- 
mised, however, because the Iranian study post- 
dated the UK one and the researcher who 
undertook the field work there was trained in the 
EE] methodology developed in the UK and had 
access to the questionnaire used in the UK study. 
It was considered appropriate to use the majority 
of the UK questionneire in Iran, but some ques- 
tions were omitted апа others added to take ac- 
count of the researcher’s perceptions of the Iranian 
environment. (The researcher who visited Iran is 
an Iranian national.) The Iranian questionnaire 
was in Persian and has been independently trans- 
lated back to English, to check for consistency of 
interpretation. Both the UK and the Iranian stud- 
ies had the same research supervisor and both 
adopted exactly the same research procedure in 
obtaining empirical observations. 


The cases 


As shown in Appendix I, the studies underlying 
this paper involved four companies (six respon- 
dents) in the UK, and three firms (five respondents) 
in Iran. The EEI system developed and tested in all 
cases was the comprehensive version illustrated in 
Grinyer and Elbadri (1989). Under this system all 
cash flows are adjusted for compound interest, so 
that each element in the income statement is shown 
at its equivalent value at the end of the accounting 
period. The process of adjusting the conventional 
accounting figures was facilitated by the develop- 
ment of formulae, which looked complex but eased 
the process of calculation. Interest was calculated 
on the basis of monthly rests under the assumption 
that operating transactions occurred evenly over 
the accounting year. Although the latter assump- 
tion is unrealistic, it proved adequate for the 
purpose of the initial testing of the EEI approach. 
The new system was applied to two successive 
years in each of the seven cases. Thus respondents 
were able to assess the results for their firms by 
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considering comparative figures in addition to 
those for a single operating period. 

Underlying each of the EEI statements were 
detailed estimates of the cost savings from owner- 
ship of fixed assets that had already occurred and 
that would occur in the future. These figures were 
based on information obtained from local property 
factors, lessors of assets, the accountants of the 
firms involved in the test, and published statistics 
of price changes. The financial managers of the 
businesses involved proposed or agreed the rate of 
interest that was used for the assessment of their 
firm's financial performance. Considerable time 
was involved in preparing the revised financial 
statements for each firm, because the EEI concept 
had to be implemented in a way that reflected the 
context and particular situation of each business. 
In all cases the necessary information was available 
and comprehensive EEI financial reports were 
prepared by the researchers. The respondents all 
indicated that the EEI statements accurately 
reflected the financial performance of their 
businesses under the stated assumptions concern- 
ing the cost of capital. There would be a marked 
reduction in the time required to prepare EEI 
statements that were produced on a systematic 
basis, because the calculations involved could then 
be standardised and computerised. In the absence 
of such continuing systematic use, it is not possible 
to test cost/benefit judgements explicitly, since the 
cost is unknown. Respondents to the question- 
naires generally indicated in discussion an expec- 
tation that the costs of introducing EEI would be 
substantial. The seven cases reported in this paper 
do, however, show that the comprehensive system 
of EEI is implementable. 

A simpler version of EEI, which uses the system 
only for accounting for fixed assets? was also 
applied in each firm and was made available to the 
managers involved in the study. They were there- 
fore placed in a position to judge the incremental 
information derived by: 


(a) replacing the historical cost accounting 
(HCA) depreciation figures by the EEI fixed 
asset accounting procedure; and 

adding to (a) by also taking account of the 
compound interest on operating revenues 
and costs, mainly on an intra-period basis. 


(b) 


The questionnaire 


Because of the limited access to suitable firms, 
discussed above, it was deemed desirable to use all 
available firms for the main study and not to 
conduct a pilot study using businesses. Neverthe- 
less, the questionnaire was tested by asking for the 
responses and comments of academic staff in the 





?See Grinyer (1987a) and Grinyer and Elbadri (1989). 
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university department in which the researchers 
were operating. Áppendix II shows the questions 
that were the same in both countries and summar- 
ises the responses received. Questions asked in one 
country only are similarly dealt with in Appendix 
III. These appendices provide а suitable 
framework for considering the perception of re- 
spondents, so the subsequent discussion is struc- 
tured by reference to them. The questionnaires 
were intended to test directly the attitudes of 
financial executives to EEI. Given the fact that the 
EEI system was established under the assumption 
that a primary purpose of financial statements is to 
monitor and motivate managers, that it uses con- 
cepts of imputed interest, and that it can be applied 
as a partial or complete system (Grinyer and 
Elbadri, 1989), the questions explored those di- 
mensions of the approach. Respondents were 
asked to indicate on a five-point scale whether they 
agreed or disagreed with a stated proposition. 
Some redundancy was built into the questions 
asked, to check on the consistency of the responses. 

Although the Iranian respondents were asked 
many questions that were identical to those used 
with the UK study, the prior expectations of the 
researchers were that the responses would differ in 
the two countries. Britain has a predominantly 
capitalist culture and the firms used in the UK 
study were exclusively from the private sector. Not 
only were the Iranian firms nationalised businesses, 
and therefore instructed by government to consider 
social objectives beyond the generation of profit, 
but also they operated under a government and 
culture that showed a deep commitment to Islamic 
fundamentalism. That religion forbids the use of 
‘interest’ but does accept profit sharing as a reward 
for the use of investors’ capital. In these circum- 
stances the Islamic banking system has created a 
range of financing contracts that, in terms of cash 
flows, replicate the contracts to be found in capital- 
ist countries but meet the strict requirements of 
the Islamic code. Indeed the State Bank of Iran 
publishes annually statistics of the rates of return 
that were contractually required on its lending. 
Although an equivalent to interest clearly exists in 
Iran, it seemed likely that the fundamental aver- 
sion of the Islamic religion to concepts of interest, 
coupled with the social welfare objectives assigned 
to the nationalised industries, would result in a 
lack of enthusiasm for EEI. As indicated above, 
that system adjusts for the opportunity costs of 
interest and is exclusively financial in its orien- 
tation. When constructing the Persian question- 
naire, and introducing the EEI system to Iranians, 
the researcher used the concept of opportunity cost 
and the phrase the ‘cost of capital’, to avoid 
offending Islamic sensitivities. 

The researchers had a prior expectation that 
Iranian businessmen would generally have less 
familiarity with the concept of net present value 
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that underlies EEI, so that they could have experi- 
enced some difficulty in understanding the latter 
system. In the event, the Iranian respondents 
demonstrated an understanding of the concepts of 
adjustments for the opportunity cost of capital. 
They indicated in discussion that the idea of such 
an opportunity cost was familiar to them and that 
they understood the adjustments that were made in 
the EEI system. Confirmation of the latter percep- 
tion on the part of the researchers was obtained, at 
least in one company, from the observations that 
the firm subsequently and independently used the 
EEI method in its financial planning for capital 
investments and was still doing so one year after 
the.visit made to complete the questionnaire. The 
prior concerns of the researchers about the compe- 
tence of Iranian managers were therefore found to 
be unjustified. Both the UK and the Iranian re- 
sporidents used only conventional historical cost 
accounting for internal and external reporting, so 
there were no obvious reasons for differences in 
responses on that account. 

Despite the acknowledged problems with the 
size of the sample and the research procedure 
available for the study, the summary of responses 
shown in Appendix II is interesting. Question 1 
tested general attitudes to EEI. Only one respon- 
dent classified the system as not useful for monitor- 
ing the activities of the company; indeed responses 
to question 1 (i) showed that eight out of the eleven 
respondents thought that it was useful for that 
purpose, and the responses average 3.7 when they 
are given arithmetical weights moving from 1 for 
strongly disagree to 5 for strongly agree. Interest- 
ingly, the general directions of response for the UK 
and Iran are fairly similar. This is true for most of 
the questions, so any cultural and religious divide 
that might have been expected is not evidenced in 
the studies. It appears that the economic 'realities' 
concerning the opportunity cost of capital are 
regarded identically in both countries, despite the 
differing backgrounds of the responding managers. 

Question 1 (ii) also generated a clear response, 
for seven of the respondents did not agree with the 
proposition that EEI would be useful for motivat- 
ing subordinate managers, with an average re- 
sponse of 2.5. This is confirmed by the responses 
to questions 6 (ii) and 6 (iii) concerning the use of 
EEI in budgetary control for subordinates, with an 
average response of 2.3. In retrospect, it was 
perhaps unlikely that managers would wish to use 
EEI as a system of accounting for the control of 
subordinates. The version of EEI that was tested 
automatically assigned a level of satisfactory per- 
formance by reference to cash outlays and interest 
rates, thus removing managerial discretion when 
setting targets for financial performance. Man- 
agers obtain personal power over, and can adjust 
for the differing personalities of, subordinates by 
being able to dictate the criteria of satisfactory 
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performance. Therefore, they may not want to use 
the tested version of EEI for reporting on subordi- 
nates’ performance, ‘because it removes from them 
opportunities to influence and control lower level 
managers by adjusting the stipulated criteria of 
satisfactory performance. Furthermore, in discus- 
sion, the UK respondents indicated that they 
wished to assign targets for subordinates in terms 
of the basic operating variables which were well 
understood, and directly controlled, by lower level 
managers. They believed that they were in a good 
position to know what was required for business 
success and to assign appropriate operational 
targets to the managers of subsidiary organis- 
ations. 

Other explanations are also possible. A UK 
respondent, who was a finance director of a PLC, 
volunteered the observation that his Board of 
Directors would be unhappy with an internal 
accounting control system that was not linked 
directly to HCA, which was used as a basis for 
external reporting and thus for the external assess- 
ment of the firm’s performance. This is an interest- 
ing perspective. Throughout the study, the 
respondents were asked to answer by reference to 
their current position and practices, so that they 
considered EEI for internal purposes in the context 
of an HCA external reporting system. It would 
have been interesting to ask whether responses 
would have been different if EEI had been used for 
external reporting as a supplement to HCA, but 
unfortunately that question was not put to the 
respondents. Nevertheless, many respondents indi- 
cated satisfaction with HCA as a basis for planning 
and control. The respondent who was a finance 
director of a subsidiary company stated: 


As a practical accountant I strongly advocate 
the historical accounting convention as a man- 
agement tool and consider it does not fail to 
provide the data required for commercial man- 
agement at a subsidiary company level. 


Such sentiments were expressed by a number of a. 
respondents, who indicated that they had learned 
to cope with the deficiencies of HCA. The major 
adverse criticism of HCA related to depreciation · 
calculations and will be discussed below. · 

The second question asked respondents to ident- 
ify whether EEI should be used for reporting to 
shareholders and other external users of financial 
reports. Two of the UK respondents supported the 
idea, but in total eight of the eleven respondents 
rejected it. The overall average was 2.5. This 
response might have resulted from the wording of 
the question within environments in which HCA 
was the approach usually adopted, because it is 
unlikely that managers would want to expose 
themselves to risk by stepping out of line with the 
conventional practice of others. Nevertheless, 
many respondents indicated, in discussion, a wide- 
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spread satisfaction with conventional HCA for 
external reporting and a reluctance to move to 
alternative approaches, and that seems to be the 
more likely explanation for the observations. Such 
responses might have been anticipated from the 
earlier adverse reactions of much of UK industry 
to the current cost accounting (CCA) experiment. 
(Indeed, two UK managers made reference to 
CCA, claiming that the data required by SSAP 16 
had been costly to collect and irrelevant for share- 
holders.) Not only is HCA familiar, so that finan- 
cial managers feel comfortable with it, but it 
assigns a less stringent measure of acceptable per- 
formance than do either CCA or EEI. Managers 
are unlikely to prefer a method that systematically 
assigns a tougher criterion of financial perform- 
ance in the income statement. 

The responses concerning external reporting do 
not, however, indicate that the responding man- 
agers thought that EEI provided an unrealistic 
model of their firms. Indeed, one UK respondent 
volunteered the observation that it systematically 
incorporated most of the factors with which he was 
concerned in his planning as a finance director. 
That perception may have been shared by other 
respondents, for eight of them agreed that the 
comprehensive system was useful for 'top level 
planning and control’ (see question 6 (i)), with an 
average response of 3.7, the Iranians being more 
sure than the UK respondents.’ 

Question 3 permitted the total rejection of EEI, 
which was a possibility that had to be considered. 
Respondents were told that they need not answer 
questions 4 to 6 if they agreed with question 3. 
Thus questions 3 to 6 should be viewed as a set that 
permits a range of responses from the rejection of 
EEI, through partial use of EEI to complete use of 
the full svstem proposed. The questions do not 
refer to HCA. Yet it is likely that the comparison 
between HCA and EEI figures would have fea- 
tured in each respondent's private consideration of 
the questionnaire before the final interview, be- 
cause HCA was the system in use in all firms visited 
and all respondents were in possession of sets of 
both HCA and EEI statements. Nine of the re- 
spondents disagreed with the statement that ‘EEI 
.has no potential for aiding management financial 
planning and control’ with an average response of 
2.2. No one agreed with the statement. The ques- 
tion permitted a check for consistency with ques- 
tion 100. 

The fundamental ideas of EEI were developed i in 
the context of investment in long term assets and, 
as indicated in Grinyer (1987a) and Grinyer and 








>The ‘strongly disagree’ observation was attributable to the 
finance director of a UK subsidiary company who was nearing 
retirement. He volunteered the observation that he was ‘too old 
to learn new tricks’ and he was generally against the ideas of 
EEI. 
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Elbadri (1989), one possible use of the idea is to 
improve accounting for depreciation of fixed as- 
sets. Most respondents indicated in discussion that 
they perceived figures of HCA depreciation as 
being arbitrary and as having little economic 
meaning. Even the UK respondent with an almost 
consistently adverse view of EEI was prepared to 
acknowledge that EEI could have some merit in 
accounting for depreciation, although he was 
against any change to it. He stated: 


As regards depreciation, some acknowledgment 
must be given to the EE] theory of an alterna- 
tive charge to historical depreciation charges, 
but a version of this test is probably applied in 
some fashion from time to time anyway. ``: 
Another UK respondent stated: ce. 

EEI would certainly seem to be a conceptual 
basis for calculating depreciation on fixéd: as- 
sets, which is not identifiable through SSAP: 12 
or ED 37 proposals. 


All of the Iranian respondents expressed support 
for EEI accounting for fixed assets for internal 
analysis—but not for external use (see also ques- 
tions 10(ii) and (iv)) Question 4 explores the 
proposition that the use of EEI should be restricted 
to accounting for fixed assets. Rather surprisingly, 
nine of the respondents disagreed (at an average of 
2.2) with the suggested restriction of EEI to depre- 
ciation alone and no one agreed with it. This 
implies that the respondents thought that the infor- 
mation generated in respect of operating items was 
potentially useful, which is confirmed by the fairly 
strong support for the use of the complete system 
for ‘top level financial planning and control’ (ques- 
tion 6(1)) mentioned above. From question 7 it is 
clear that ‘interest’ or its equivalent is considered 
to be an important economic variable for financial 
planning and control at the top management level 
by all UK and Iranian respondents. This may 
explain the respondents’ support for EEI for such 
purposes. As mentioned above, the Islamic philos- 
ophy and rules might have disposed Iranians to 
reject the idea that the cost of capital was import- 
ant. Question 5 considered the possibility of re- 
stricting EEI to adjustment for fixed assets and 
stocks, and most of the respondents disagreed with 
the restriction preferring a full system (see question 
6()). 

One of the most interesting sets of responses is 
that to question 8, which explored the difficulty of 
comprehension of EEI by top management and by 
subordinates. All of the respondents agreed that it 
was not difficult for top managers to interpret EEI 
information but most of them thought that subor- 
dinates would have difficulty. Eight of the eleven 
respondents were top managers. The apparent lack 
of confidence in their subordinate managers is 
surprising, because it suggests that managers 
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systematically regard their subordinates as of lesser 
ability than themselves. Yet they know that top 
managers have usually risen ‘through the ranks’ 
and must anticipate that many of their subordi- 
nates will do likewise. One possible reason for the 
response is that it could reflect a rationalisation for 
the respondents' reluctance to use EEI for report- 
ing on their subordinates' performance, which was 
discussed above. Respondents generally correctly 
considered that EEI increased the complexity of 
the accounting calculations and believed that an 
educational process would be required before it 
was introduced. This factor may also have influ- 
enced their responses to question 8(11) about subor- 
dinates. It is also possible that the apparent 
inconsistency between the responses to 8(i) and 
8(i) arose because senior manager respondents 
thought that disagreement with 80) would reflect 
adversely on their own competence, so that their 
responses were biased towards agreement. This 
seems unlikely to the researchers, however, because 
the detailed discussions with respondents revealed 
to the researchers a good understanding of the 
concepts involved in EEI It is worth noting that 
the Iranian respondents were unanimous in their 
reactions to 8(ii), while two of the UK respondents 
stated that subordinates would not experience 
difficulties in interpreting EEI figures. This differ- 
ence in responses between the countries might be 
attributable to a situation of less formal education 
in financial management in Iran, with a conse- 
quence that the NPV concepts of financial manage- 
ment underlying EEI are not usually as familiar to 
Iranian subordiantes. Clearly, additional empirical 
work could provide a better understanding of the 
reasons for the inconsistencies in the responses to 
question 8. 

The usefulness of EEI for reporting on past 
investment in fixed assets was agreed by eight of 
the eleven respondents to question 9(i), with no 
respondent disagreeing with the proposition, and 
an average of 3.9. This was consistent with the 
widespread perception of respondents that HCA 
depreciation is deficient, which was noted above. 
The EEI approach that was implemented period- 
ically revalued long-lived fixed assets at net realis- 
able value (see Grinyer, 1987 b). This feature of the 
calculation is not fundamental to the use of the 
EEI algorithm, but was enthusiastically received by 
the Iranian respondents. They had been operating 
in an environment of rapid inflation and dual 
prices—one price being an official one available for 
imports purchased by companies favoured by the 
authorities and the second price being a markedly 
higher one existing on the ‘free’ market. In these 





^This contrasted with the reactions of the finance director of 
a private UK company, which is not included in this study, who 
clearly had difficulties with EEI but also professed ignorance of 
discounted cash flow techniques. 
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circumstances, the responding managers thought 
that the historical prices of fixed assets, in particu- 
lar, had little relevance for current planning and 
monitoring of performance. They therefore wel- 
comed the revaluation concept incorporated in the 
version of EEI tested in their firms. 

Answers to 9(ii) showed that the strength of the 
support declined slightly for the proposal that EEI 
might prompt current action concerning fixed as- 
sets; with an average of 3.5, one respondent dis- 
agreed with the suggestion and only seven agreed. 
It is noteworthy that the support for the proposed 
use of the system as a prompt to current action 
concerning fixed assets was stronger in Iran than in 
the UK. This could in part be a reflection of the 
more extreme economic environment in which they 
operated, which has already been outlined. 

The final common question was 10, which asked 
the respondents to agree or disagree with rec- 
ommended uses of EEI. In essence the question 
calls for a personal commitment of which the 
managers were aware. No one wanted to use the 
system for external reporting or as a replacement 
for HCA for internal use. Most of the Iranian 
managers would recommend the system for in- 
ternal use in addition to HCA, but none of the UK 
respondents would dd so. Discussions indicated 
that a number of the UK managers responding 
were concerned about the likely impact of the 
installation of the system on the internal political 
relationships within the firm. Concern was also 
expressed about the prospect of introducing a 
system that had ‘not been tested extensively 
through use elsewhere. As mentioned above, most 
respondents were confident that they could make 
ad hoc adjustments to HCA data to obtain the 
information they needed for decisions, so the 
introduction of EEI was perceived as creating 
potential disruptions in political relationships, 
costs in educating staff and other top management 
and additional costs in operating the accounting 
system. One respondent summarised the position 
by stating: 


the concept has a great deal more to offer than 
conventional accounting practice, but we do not 
envisage that the incorporation of EEI within X 
would be practicable for a number of reasons, 
the main one being complexity. 


All of the UK respondents indicated that a reason 
for the non-adoption of EEI was the cost associ- 
ated with educating accounting staff, fellow direc- 
tors and subordinates. It seems likely that most 
new approaches will be rejected by commerce and 
industry, on the grounds discussed above, if busi- 
nessmen still believe that HCA delivers most of 
what they need. In these circumstances it is easy to 
see why so. many businesses reacted strongly 
against CCA when it was imposed on them by 
SSAP 16, yet that approach had official backing 
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and therefore more initial credibility than alterna- 
tives such as EEI that have to be introduced within 
firms by champions who have nothing more than 
reasoned argument to support them. 

Question 10(i) revealed a major difference in the 
UK and Iranian responses. There was considerable 
support by the Iranian respondents for the use of 
EEI for internal purposes and additional to HCA. 
As indicated above, Iranian managers faced a more 
volatile economic environment than that in the 
UK. In addition they may not have had a long 
tradition of relatively sophisticated financial man- 
agement. These factors could explain the greater 
enthusiasm for EEI in Iran. As mentioned above, 
one firm actually adopted the system for top level 
monitoring and planning and was still using it 
when the researcher revisited the company eighteen 
months later. There appears to be a greater willing- 
ness by Iranian respondents to experiment with the 
new ideas implicit in EEI. One could hypothesise 
a number of reasons for that observation, e.g.: 


(а) afixation by UK managers on HCA because 
of their perceptions of the reactions of the 
UK capital markets to conventional account- 
ing data; 

the fact that all but one of the UK respon- 

dents have accounting qualifications and are 

therefore well versed in the use of HCA data, 
whereas Iranian respondents have a more 
diverse background; 

(c) the fact that the involvement of the central 
government ministry in identifying Iranian 
nationalised firms willing to participate in the 
experiment could have conveyed an authority 
in Iran for the underlying concepts that was 
lacking in the UK. 


As the above thinking arose from an attempt to 
explain the observations made in the case studies, 
it did not generate questions during the process of 
gathering responses. 

The researchers in the UK and Iran took the 
opportunity to ask questions that were unique to 
their independent studies. These are shown in 
Appendix ПІ together with an indication of the 
responses which were made on the five-point scale 
used for the common part of the studies. From the 
answers to question a2, it appears that all of the 
UK firms investigated used the 'internal rate of 
return' method in their planning process and most 
used NPV, so that the compound interest concepts 
embodied in EEI were familiar to the respondents. 
That, in turn, may explain the unanimous agree- 
ment with questions a3 and a4 concerning the 
usefulness of certain aspects of EEI. Grinyer 
(1985 and 1987a) showed that the EEI profitability 
index under certainty (EEI/depreciation charge) 
has the same value as a NPV profitability index 
(NPV/investment), and the EBI index was con- 
sidered to be useful by all of the UK respondents, 


(b) 
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with a high average score of 4.2. A similar level of 
support was also given to the suggestion that the 
equivalence of real and monetary figures of EEI 
was important (see Grinyer, 1985). The develop- 
ment of EEI information within a business would 
involve an educational process and additional cal- 
culations that resulted in costs. Affirmative re- 
sponses to a3 and a4 do not indicate a belief that 
the benefits from using the system justify the costs, 
indeed the responses to question 10 of Appendix II 
imply otherwise. Nonetheless, the responses, and 
the associated discussions, indicate an awareness of 
the significance of the outlined qualities of EEI. 

Obviously the UK questionnaire elicited support 
for two of the important features of ЕЕ] that were 
not explored in the Iranian study. The latter sought 
to obtain a direct comparison between EEI and 
HCA, and questions bl to b3 show a strong and 
unanimous agreement with propositions that EEI 
is superior to HCA for the provision of infor- 
mation for management decisions and provides 
more realistic information about fixed assets. Yet, 
as indicated in Appendix II and discussed above, 
none of the respondents wanted to replace HCA 
with EEI for the purposes of external reporting. 
Question b4 indicates that the Iranian respondents 
considered EEI to be useful for both the evaluation 
of past performance and for planning purposes, 
while b5 confirms the conclusions from the com- 
mon study that respondents wanted the system to 
be kept for top level use and not for the control of 
subordinate managers. 


Summary 


The case studies suggests that, on the whole, 
senior managers are happy with HCA for internal 
reporting and control and for external reporting. 
That could be attributable in part to the flexibility 
that HCA provides for the setting of internal 
criteria of satisfactory performance, for it allows 
top management considerable discretion in setting 
targets for subordinates, because the required level 
of profits is established by management judge- 
ments. In addition, HCA allows targets to be set by 
reference to key operational elements that are the 
direct responsibility of subordinates, which was 
attractive to a number of respondents. HCA also 
imposes less rigorous systematic performance cri- 
teria than EEI in the case of external reporting, 
and managers are unlikely to welcome a tightening 
of the criteria they have to satisfy. Certainly the 
respondents did not want to replace HCA with 
EEI. 

There was strong support for the notion that 
EEI, in its comprehensive form, was likely to be 
useful for top level planning and monitoring. This 
implies that, if the perceptions of its inherent 
usefulness are correct, it could well be useful for 
other purposes also. Most respondents thought 
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that EEI depreciation was more meaningful than 
the arbitrary conventional HCA measurements. 
Responses by UK and Iranian managers were 
usually, but not always, similar, despite their differ- 
ing cultural, religious and economic backgrounds. 

Perhaps the strongest subjective perception de- 
rived from involvement in the interviews with 
respondents is that any move to replace the status 
quo may be strongly resisted by managers in 
industry because of its potential impact on their 
firms and on their relative status. The thinking of 
positive accounting theory (see e.g. Watts and 
Zimmerman, 1986) would lead us to predict such 
resistance. Clearly this area is one that merits 
considerable additional research. At present it 
would be unwise to take the responses of managers 
with vested interests as proof of the lack of poten- 
tial of any system, including EEI, for either exter- 
nal or internal reporting. 

On the basis of the above discussion, it is 
reasonable to suggest that the evidence to date 
supports: (a) the logical defensibility of EEI, 
(b) the expectation that it can be implemented 
and (c) the usefulness of EEI for top level manage- 
ment planning and assessment; but questions (d) 
the usefulness of EEI for either external or internal 
reporting. Only the observation concerning the fact 
that EBI can be implemented should yet be con- 
sidered as other than an inference from an incom- 
plete research process. The concepts of EEI will 
be further refined and will inevitably be challenged, 
so that the testing of the logical validity of the 
approach is certainly not completed. In addition it 
is clear that the potential usefulness of EEI needs 
to be tested more extensively, although such a 
process faces formidable difficulties if it is to use a 
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large database and to take account of the many but 
significant behavioural factors that seem likely to 
influence the answers given by respondents. The 
study outlined above has acknowledged limi- 
tations, but it has provided some information 
where none previously existed and has identified 
some interesting potential problems for the intro- 
duction and testing of any new accounting ap- 
proach that is not imposed by authorities external 
to the firm. 
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Appendix I 


Time spent by managers in meetings with researchers on EEI project 


Company Position of Participant 
UK Cases: 
A 1. Group finance director 
2. Group finance manager 
B 1. Finance director 
2. Chief accountant 


Group finance director 
Subsidiary finance director 


. General director 

. Financial manager 

. Financial manager 

Chief accountant 

General director 

. Financial manager 

Company A was the holding company of a diversified group. 
Company B was a retail group. 


әз ә не DO Pe 


Hours spent by 


Period over which Manager with 


Research occurred Researchers 
Dec 1984-Mzy 1986 8 
Dec 1984-Mzy 1986 10 
July 1985-June 1986 9 
July 1985-June 1986 9 
Sept 1985-Aug 1986 11 
Sept 1985-March 1986 10 
June 1986-Sept 1986 11 
June 1986-Sept 1986 16 
June 1986-Sept 1986 17 
June 1986-Sept 1986  : 14 
July 1986-Sept 1986 8 
July 1986-Sept 1986 8 


Company C was the holding company of a second diversified group. 

Company D was a subsidiary company which was engaged in the manufacture and sale of industrial textiles. 

Company E was a petrochemical company which was engaged in the production of plastic and rubber products. 

Company F was an industrial company engaged in the manufacture of different types of central heating and air conditioning systems. 


Company G was a textile company. 


With the exception of the Chief Accountant in Case F, all of the managers involved acted as respondents, making a total of eleven 


respondents, 
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Questions that were common to both UK and Iranian studies 


Key: SD — strongly disagree (assigned value 1) 
D = disagree (assigned value 2) 


Appendix II 


І = indifferent (assigned value 3) 
А = agree (assigned value 4) 


SA = strongly agree (assigned value 5) 


AV = average assigned value on I to 5 scale 


1. БЕГ produces data which is useful to management for (i) 
monitoring the different activities of the company, and (ii) 
motivating subordinate managers. 


© SD 


Gi) SD 


SA 
AV 


UK 

No (96) 
1(17) 
тал) 
4 (66) 


3.3 


4 (66) 
1(17) 
117) 


2.5 


Iran 
No (94) 


1(20) 
2 (40) 
2 (40) 
42 

3 (60) 
100) 
100) 


2.6 


Total 
No (%) 
1(9) 


2 (18) 
6 (55) 
2(18) 
37 


7 (64) 
2(18) 
2 (18) 


2.5 


2. Management should consider using EEI for communicating 
with external users, e.g. shareholders, creditors, etc. 


SD 
D 

I 

A 
SA 
AV 


UK 
1(17) 
3 (50) 
17) 
1 (16) 
27 


Tran 


4 (80) 
1 (20) 


2.2 


Total 
10) 
7(63) 
1 (9) 
109) 
19) 
2.5 


3. БЕГ has no potential for aiding management's financial 
planning and control. 


SD 
D 

I 

A 
SA 
AV 


UK 


4(67) 
2 (33) 


23 


Iran 


5( 100) 


2.0 


Total 


9 (82) 
2 (18) 


2.2 


4. Management should only use EEI for determining depreci- 
ation of fixed assets. 


SD 
D 

I 

A 
SA 
AV 


UK 


Tran 
4 (80) 
1 (20) 


2.2 


Total 


9 (82) 
2 (18) 


2.2 


5. Management should use EEI only for depreciating fixed 


assets and valuing stocks. 


ABR 22/87--Е 


UK 
4 (66) 
107 
1(17) 
2.8 


Iran 


Total 


8 (73) 
10) 
10) 
10) 
2.5 
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6. Management should adopt EEI as a complete system to be 
used for: 
top level planning and control; 


() 


(i) setting budgets for subordinates; and 
(iii) determining variances for subordinates. 


G) 


Gi) 


(ш) 


5А 
АУ 


UK 

1(17) 
1(17) 
4 (66) 
33 

I (17) 
4 (66) 
1(17) 


2.0 

1 (17) 
4 (66) 
1(17) 


2.0 


Tran 


1(20) 
2 (40) 
2 (40) 
42 


3 (60) 
1 20) 
1 (20) 


2.6 

3 (60) 
1 (20) 
1 (20) 


2.6 


Total 
1(9) 


2 (18) 
6 (55) 
2 (18) 
37 
1(9) 
7 (64) 
20118) 
109) 
2.3 

1 (9) 
7 (64) 
2 (18) 
1 (9) 


23 


7. Management should take account of interest when: 


(1) formulating financial plans; and 


(i) 


(i) 


identifying deviations from plans (variances) at top 
corporate level. 


UK 


4(67) 
2 (33) 
43 


Iran 


2 (40) 
3 (60) 
4.6 


2 (40) 
3 (60) 
4.6 


Total 


3027) 
8 (73) 
4.7 


6 (55) 
5 (45) 
4.5 


8. EEI provides financial statements which should not be 
difficult for managers to interpret. Please answer by refer- 
ence to: 


() top managers; and 
subordinate managers. 


Gi) 


@ 


(i) 


SD 
D 


UK 


6 (100) 


4.0 
4 (67) 
203) 


2.7 


Iran 


1Q0) 
4 (80) 
4.8 


5 (100) 


2.0 
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Appendix II—cont. 
Questions that were common to both UK and Iranian studies 


Key: SD = strongly disagree (assigned value 1) 
D = disagree (assigned value 2) 
I- indifferent (assigned value 3) 
А = agree (assigned value 4) 
SA = strongly agree (assigned value 5) 
AV = average assigned value on 1 to 5 scale 


9. Under the ЕЕГ income statements there is a section fora 10.1 would recommend that EEI be used for: 


charge for fixed assets and gains from owning the assets. This (i) internal use and additional to HC; 
section provides additional information that should be (i) internal use and without HC; 
useful: (ii) external and internal use; or 
(1) for assessing investment decisions; and (iv) external use only. 
„® alerting management to the need for current action 
М сопсегпїпг fixed assets. UK Iran Total 
; @ SD 1(17) = 19) 
ul UK Iran Total D 5(83) — 5(45) 
Gi) SD — — — I — 1 (20) 1 (9) 
D — — — A — 4 (80) 4 465 
I 2(33) 1 (20) 3 (27) SA — = 
А 4 (67) 2 (40) 6(55) AV 1.8 3.8 23 7 
SA — 2 (40) 2(18) Gi) SD 1 (17) — 1(9) 
AV 3.7 42 3.9 D 5(83) 4 (80) 9 (82) 
Gi) SD — — — I — 1 (20) 109) 
р 1017 — 109) А — — — 
I 2 (33) 1020) 3 (27) SA — — — 
A 3 (50) 4 (80) 7 (64) AV 1.8 22 2.0 
SA — — — (ш) SD 1 (17) — I (9) 
AV 33 3.8 3.5 D 5 (83) 4 (80) 9 (82) 
I — 1 Q0) I1 (9) 
A шз "S 
SA — — — 
AV 1.8 2.2 2.0 
(iv) SD 117) — 109) 
D 5(83) 4 (80) 9 (82) 
I — 1 (20) 1 (9) 
A is x 
SA — — — 
AV 1.8 22 2.0 
Appendix Ш 


(a) 


a3 


a4 


(b) 
bl 


Summary of responses to questions in one survey only 


Key: SD = strongly disagree (assigned value 1) 
D = disagree (assigned value 2) 
I = indifferent (assigned value 3) 
А = agree (assigned value 4) 
SA = strongly agree (assigned value 5) 
AV = average assigned value (on 1—5 scale) 


SD D 1 А SA AV 
No. No. No. No. No. No. 


UK Cases 

Interest is not recognised in the 

current procedures of the firm 5 1 = — — 1.2 

Interest is recognised in top level 

planning by the use of: NPV H — — 4 1 37 
IRR — — — 2 4 4.7 
NTV 3 — — 1 2 2.8 

The EEI profitability index is useful 

for assessing financial performance ee 5 I 42 

The equivalence of real and monetary 

ЕЕГ figures is an important feature 

of the model — — — 4 2 43 

Iran Cases 


Conventional HCA does not provide 
sufficient information for management 
decisions — — — 1 4 4.8 
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Appendix III—con:. 
Summary of responses to questions in one survey only 


Key: SD = strongly disagree (assigned value 1) 
D = disagree (assigned value 2) 
I = indifferent (assigned value 3) 
А = agree (assigned value 4) 
SA = strongly agree (assigned value 5) 
AV = average assigned value (on 1—5 scale) 


b2 The information provided by EEI is 
more relevant for business decisions 


than that shown by HCA. — — — 1 4 4.8 
b3 EEI depreciation is more realistic 
than that shown under HCA — — — 2 3 4.6 


b4 EEI is useful for evaluating past 
performance and planning for the 





future — = = 2 3 4.6 " 
55 EEI should be used for: Б 

1. general planning — = — 2 3 4.6 

2. evaluation and control of the whole company — — — 2 3 4.6 

3. evaluation and control of different departments — 3 і I — 26 
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Costs of Accounting to Lenders: Canadian 


Evidence ^ 


Daniel B. "Biórnton* 





HM This paper posits that management is concerned with the zotal costs of the 
monitoring policies used for reporting to lenders, and that share price reactions are likely to comprise only a 
small portion of those costs. The episode of mandatory lease capitalisation in Canada is used to test some 
predictions that are consistent with this expanded view of the costs of accounting to lenders. Lessees’ public 
lending agreements were examined to see if'they stipulated restrictions based on accounting numbers; and, if 
they did, whether the constraints were based on GAAP (generally accepted accounting principles) or TAP 
(tailored accounting principles). The evidence strongly supports the hypothesis that there are costs of 
accounting to lenders; but these costs are unlikely to be observed by researchers who look only for adverse 
share price reactions to mandated accounting changes. It also indicates that Canadian standards setters were 


sensitive to lessees’.accounting costs. 


Introduction 


The róle of voluntary agreements in reducing 
transaction costs, both across markets and within 
firms, has long been recognised. For instance, 
lending agreements often circumscribe oppor- 
tunism on the part of management, by placing 





*The author is Chartered Accountants’ Professor of Account- 
ing, University of Calgary. Financial support from The Clark- 
son Gordon Foundation, The Canadian Academic Accounting 
Association and Alberta’s chartered accountants is gratefully 
acknowledged. For helpful comments.on earlier versions of the 
paper, thanks are:owed:to seminar participants at New York 
University (Stern School:of Business), Queen'$ University, The 
University of Waterloo, McMaster University, Concordia Uni- 
versity, Université Laval, The University of Alberta, The 
University of Calgary, Baruch College and McGill University. 
Thanks for detailed comments and helpful discussions go to 
Ross Archibald, Jean Bédard, Nick Dopuch,- Haim Falk, 
Myron Gordon, Duane Kennedy, Michel Legault, Ieuan Mor- 
gan, Dean Neu, Victor Pastefia, Gordon Richardson, Wendy 
Rotenberg, Bill Scott, Tom Scott? and the referees. 

‘Examples of such institutions-that have received consider- 
able attention by economists include firms (Coase, 1937) and 
financial reporting and auditing arrangements (Jensen and 
Meckling, 1976), as well as explicit contracts and legal agree- 
ments (Williamson, 1985), Alchian and Woodward (1988) 
review the literature on transaction cost economics and offer 
suggestions for future research in financial economics using this 
perspective. 











limits on firms’ leverage ара 
so doing, they reduce the agénc offe 
ing (Smith and Warner, 1979). Little i$ known, 
however, about the róle of ааш іп such 
contracts. 
There has been speculation:i in the ерине that, 
when lending agreements are ` based on account- 
ing numbers, mandated changes in accounting 
standards are costly to shareholders. Watts and 
Zimmerman (1986, p. 213) state, ‘a change in 
GAAP can cause a technical default on a firm's 
existing debt contracts because the accounting 
numbers in the contract's covenants are calcu- 
lated using GAAP at the time of the calcu- 
lation, not at the date of the issue of the debt'? 
I define such contracts as ‘GAAP-based’, because 
they use the same generally accepted accounting 
principles (GAAP) that are used in firms' external 
reports. 
` As a case in point, in 1979 the Canadian Insti- 
tute of Chartered Accountants (CICA) required 
Canadian lessees to capitalise their leases for the 
first time. Lease capitalisation increases reported 
leverage and often decreases interest coverage 








?This assumes, of course, that the firm has not adopted the 
new accounting method voluntarily, before the change in 


standards. 
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(Thornton and Bryant, 1986; El-Gazzar et al., 
1989)? Thus it can impose two costs on firms with 
GAAP-based covenants: (1) by pushing reported 
leverage closer to its contractual ceiling, or interest 
coverage closer to its contractual floor, it increases 
the probability of technical default on lending 
agreements, and thus the expected present value of 
bankruptcy costs or renegotiation costs (Warner, 
1977); and (ii) by tightening the restrictions on 
firms' borrowing capacity or dividend payments, it 
uses up valuable financial slack, transferring 
wealth from shareholders to bondholders (Smith 
and Warner, 1979; Kalay, 1982). The conventional 
wisdom is that, if they are material, these costs will 
be manifest in falling share prices for firms that use 
GAAP-based covenants. Motivation for the pre- 
sent study stems from three questions: 


l. Are firms indeed 'caught', as the preced- 
ing scenario suggests, with GAAP-based 
covenants when impending changes in GAAP 
threaten? 





ЗА lessee's interest coverage ratio is probably decreased by 
mandatory lease capitalisation. Without lease capitalisation, 
suppose that interest coverage is: 


Е+1 


1 


where E is reported earnings before interest and taxes, and J 
reported interest expense. Under GAAP, rental payments are 
included with earnings from operations, not with financing 
charges. Let E' and J’ be revised earnings and interest, adjusted 
for lease capitalisation. Let R be periodic rental payments, D be 
periodic depreciation on the leased assets if they are capitalised, 
and i be imputed interest on the capitalised lease obligations. 
Then: 


E'-E-HR-D-i 


Note that rental payments are added back to previously 
reported earnings. Depreciation expense and imputed interest 
expense on leased assets arc deducted, as if the asset were 
owned. Then: 


Г=1+і 
The new coverage ratio is: 
Е +1 E+I+R-—D 
ГОТ те 
which is lower than the original coverage ratio if and only if: 
Ecl EtI-R—-D E-I 








« 
I Iti I 
The inequality can be reduced to: 
Е+1 R-D 
> * 
I i 


The inequality is violated, in practice, only for very old, leased 
assets with low periodic depreciation charges. In an average 
year during amortisation of the leased asset and the imaginary 
loan, R is approximately equal to D +i, and the condition is 
that: 


Е+1 
— >| 


This condition is plausible for *healthy' firms, with E > 0. It is 
concluded that normally lease capitalisation reduces interest 
coverage. 
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2. If they are caught, what do they do about it? 

3. Given the answers to questions 1 and 2, will 
share-price reactions to the change in GAAP 
still be observed? 


Previous literature 


Literature indicates that not all borrowers use 
GAAP-based covenants in their lending agree- 
ments (Collins et al., 1981; Frost and Bernard, 
1989; Press and Weintrop, 1990). Leftwich (1983) 
finds that in US private lending agreements, 
specialised accounting principles are often used 
instead of GAAP, despite the costs to borrowers 
of deviating from generally accepted and under- 
stood accounting rules. Thornton and Bryant 
(1986) report that some Canadian public lending 
agreements use no accounting numbers at all. 

For more than a decade, studies of share-price 
reactions to mandatory accounting changes have 
recognised that firms' lending agreements might 
be GAAP-based, and thus vulnerable to manda- 
tory accounting changes. US studies include Lev 
(1979), Collins and Dent (1979), Collins et al. 
(1981, 1982), Noreen and Sepe (1981), Holthausen 
and Leftwich (1983), Lys (1984), Ricks and Hughes 
(1985), Tung (1987), Salatka (1989), Frost and 
Bernard (1989) and Begley (1989). Canadian stud- 
ies include Thornton (1982), Anderson (1984) and 
Rotenberg (1987). Though some studies (especially 
Lys (19847) find weak indications of price reac- 
tions, the consensus is that there is *. .. no evidence 
of economic consequences resulting from loan 
covenant violations . . .' (Frost and Bernard, 1989). 

This study extends the literature on the econ- 
omic consequences of using accounting numbers in 
firms’ public lending agreements in three ways. 
First, it expands the notion of economic conse- 
quences to encompass more than just adverse share 
price reactions to changes in GAAP, considering 
also the complementary costs of effecting safe- 
guards against the possible reactions. Managers 
who anticipate a £2 million share price decline if a 
new accounting pronouncement catches them with 
GAAP in their lending agreements, and who assess 
the probability of the pronouncement's being en- 
acted as 0.5, will rationally spend up to £1 million 
to insulate the agreements against the imminent 
change in GAAP. Then there is a £1 million 
economic consequence of the pronouncement, but 
it will not be observed in the stock market. Second, 
like previous studies, this one examines share price 
reactions to lease capitalisation; but the reactions 
examined are conditional ones, contingent on firms' 
covenant accounting policies. Third, original 
(hard-copy) financial statements are used to derive 
improved measures.of the materiality of the effects 
of the accounting change on lessees’ balance 
sheets. Succeeding parts of the paper develop the 
hypotheses, describe the data and methodology 
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used in the study, and report its results and 
conclusions. 


Costs of accounting to lenders 


It is assumed that investors are rational and 
capital markets efficient. Management strives to 
minimise the costs of reporting to lenders. Since 
the costs are not directly observable, hypotheses 
are developed based on the relative costs of 
different reporting policies, taking GAAP-based 
covenants as a reference point. That is, it is 
assumed that, in negotiating lending agreements, 
management first considers using the audited 
accounting numbers which are already being pro- 
duced for public consumption, and whose cost 
therefore is sunk. As far as explicit accounting 
costs are concerned, this is the cheapest way 
of accounting to lenders; but, as Watts and 
Zimmerman state in the citation above, such con- 
tracts are vulnerable to future changes in GAAP. 
Therefore, management considers ‘insulating’ the 
agreements against changes in GAAP, until the 
expected benefits and costs of insulation are equal 
at the margin. Insulation can be effected in two 
ways: by choosing covenant accounting policies 
that are more or less independent of GAAP; 
and/or by taking advantage of the flexibility al- 
lowed by standard setters in implementing the 
new accounting method. Each of these is discussed 
below. 


Insulation Through Covenant Accounting 


In drafting public lending agreements, manage- 
ment can insulate their covenants against changes 
in GAAP in two ways: 


1. Оѕе TAP (tailored accounting principles) 
instead of GAAP 'TAP-based covenants’ 
specify definite accounting rules for computing 
constraining ratios, regardless of contempo- 
rary GAAP. 

2. Use “МАМ covenants’, which depend on ‘no 
accounting measures' at all. 


Insulation is not a free good, however. In competi- 
tive loan markets, shareholders bear the costs of 
apprising lenders and other. financial statement 
users if managers choose лог to use GAAP in their 
firms’ covenants. Using TAP is costlier than using 
GAAP because lessees bear the costs of generating 





*Of course, the terms of a lending agreement and the interest 
rate on a bond are jointly endogenous. Lenders may be willing 
to trade lower levels of monitoring for higher interest. For 
empirical testing, it is further assumed that in a cross-section of 
firms, management sets the marginal costs and benefits of 
insulation equal for all levels of monitoring and interest rates. 

*The acronym “TAP” for ‘tailored accounting principles’ was 
introduced by Thornton and Bryant (1986). In a similar vein, 
Benston and Krasney (1978) proposed “БААМ”, the ‘demand 
for alternative accounting measures’. 
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customised audited reports for scrutiny by lenders. 
In addition, they bear incremental legal costs when 
they negotiate their covenants and extra record- 
keeping costs (Thornton and Bryant, 1986). 
Record-keeping costs may seem immaterial in the 
age of computerised accounting, but in 1979 some 
Canadian lessees evidently had to pay consultants 
to perform the present value calculations that were 
prescribed for leases. Several advertisements in the 
1979 issues of CA Magazine offered such services. 
Even more recently, Australian accountants were 
evidently purchasing lease-accounting software 
(MacMillan, 1985). 

Though NAM-based covenants are well insu- 
lated against changes in GAAP, NAM is a costly 
monitoring strategy. First, the leeway allowed bor- 
rowers by the lack of ratio constraints gives rise 
to agency costs, which in efficient markets are 
reflected in higher interest rates (Jensen and 
Meckling, 1976; Thornton and Bryant, 1986). Sec- 
ond, firms adopting NAM incur the costs of 
implementing other measures for monitoring their 
behaviour while their debt is outstanding. 


Transition Accounting 


Managers can sometimes insulate their firms’ 
lending agreements in another way, ex post. They 
can choose implementation strategies that delay 
the impact of accounting rule changes on their 
covenant ratios. In 1979, the first year of man- 
dated lease capitalisation in Canada, a ‘transition 
provision’ was available in the CICA Handbook: 
lessees could adopt the new rules either ‘retro- 
actively’ (for all existing leases) or ‘prospectively’ 
(only for leasing contracts consummated after 
1979). All else equal, firms that parry the 
unfavourable effects of the accounting pronounce- 
ment on their covenant ratios, by adopting it only 
prospectively, should be less affected by it. | 

Prospective accounting is costly too. The firm . 
accounts for new leases on a capitalisation basis, 
and old leases on a non-capitalisation basis. Expir- 
ing leases are either replaced with borrowing or 
with new leases, which must be capitalised. Thus 
management incurs the costs associated with one 


· of the following actions: (i) explaining to lenders 


and other financial statement users why reported 
leverage is increasing though nothing substantive is 
changing, or (ii) reducing the firm's Іеуегаре. It is 
rational to incur those costs only if the reduction 
in the expected adverse market reaction more than 
offsets them. 

The preceding discussion implies that, when: 
GAAP change, firms’ exposure to falling share 





S5[n efficient markets, it is reasonable to assume that the firm's 
existing capital structure is optimal, trading off the agency costs 
of debt and equity and the benefits of tax shields on interest 
(Barnea et al., 1985); therefore, changing the firm's capital 
structure is costly. 
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prices due to covenant accounting problems is 
likely to be limited, given that managers have 
selected their optimal policies for accounting and 
reporting to lenders. Thus the weakness to date of 


the evidence in support of such narrowly defined 


economic consequences is hardly surprising: 
share price reactions are just the tips of ice- 
bergs comprising the total costs of accounting to 
lenders. 


Data and methodology 


Covenants 


' Steps were taken to procure a census (not a 
sample) of Canadian lessees’ bond covenants over 
the period 1974—78. The five-year period was se- 
lected for two reasons. First, lease capitalisation 
had been mandated in the United States in 1973 
(FASB Statement No. 13), and was known to be 
on Canadian standard setters’ agenda since that 
time (if not before). Thus managers would be well 


aware of the possible change in Canadian GAAP. 


and would have ample time to effect covenant 
insulation strategies, if it were economic to do 
so. Second, the five-year period ensured that the 
policies prescribed in firms’ covenants were con- 
sistently applied. The four steps taken were as 
follows: 


1. Lessees with publicly traded securities as of 
31 December 1978 (when the lease-accounting 
exposure draft was released) were identified 
(source: CICA Research Department). 

2. New issues of debt or non-participating’ pre- 
ferred shares for 1974-78 were identified 
(source: Financial Post Corporation Service). 

3. Covenants for each of the new issues were 
examined to see if accounting numbers were 
used and, if they were, whether the covenants 
were GAAP-based or TAP-based for leases. 

4. The firms’ financial statements for the fiscal 
year 1979 were examined to see if they used 
retroactive capitalisation (RC) or prospective 
capitalisation (PC), and to compute ‘D’, the 
change in each firm’s debt/equity ratio occa- 
sioned by lease capitalisation. D was com- 
puted on a retroactive basis for both PC and 
RC firms. 


Step 4 distinguishes this study methodologically 
from previous ones. If lessees chose PC they had to 
disclose, pro forma, the present value of the lease 
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payments that they would have capitalised if they 
had used RC. The pro forma disclosures were 
available only in footnotes to the prospective cap- 
italisers’ hard-copy financial statements, and only 
in 1979.8 Availability of these data is crucial; for 
two reasons. First, though the pro forma disclos- 
ures do not legally affect the firms' covenants, they 
indicate how the covenants would have been 
affected if the lessees had been caught with GAAP- 
based covenants when the accounting standard 
changed, and if they. had not been accorded the PC 
privilege. Rational managers would have had this 
*worst-case scenario' in mind when deciding on 
their covenant accounting policies during the 
1974—78 period. Second, without access to the pro 
forma disclosures, it would have been impossible 
to uaravel the 'company-choice factor' from the 
*accounting-method factor' in calculating D, and 
thus impossible to obtain a proxy for the material- 
ity of lease capitalisation that was measured 
uniformly for all of the lessees. Data for retro- 
active capitalisers would have been measured on a 
retroactive basis, and data for prospective capi- 
talisers would have been measured on a prospec- 
tive basis. Barefield and Comiskey (1972) were the 
first authors to discuss, in the accounting litera- 
ture, the need for this interesting and important 
те одојогса! refinement. Empirical accounting 
resezrchers since 1972 have almost always skirted 
the issue. 

Descriptions of borrowing constraints in inden- 
tures are stated verbatim in Canadian prospec- 
tuses, which are much less costly to procure than 
the indentures themselves. To verify this, several 
trust indentures were compared with the related 
pros»ectuses and intensive interviews with two 
Canadian investment bankers were carried out. 
Thus prospectuses were deemed to be adequate 
proxies for the indentures of the lessees.’ 

For each firm, covenants for 1974—78 were 
examined. Firms’ covenants were classified as 
GAAP-based if they were uniformly vulnerable 
to a change in GAAP with respect to leasing. 
That is: 


1. The covenants referred explicitly to GAAP in 
defining covenant ratios; or 

2. Lease accounting was not mentioned but capi- 
tal leases were disclosed in the 1979 financial 
statements and the covenants specified lever- 
age ratios in terms of accounting numbers. 
Thus GAAP were to be used by default. 





"Participating issues were excluded because they differ from 
bonds and ordinary preferred shares where covenant nego- 
- tiations are concerned: ‘. . . holders of participating shares suffer 
if management chooses accounting methods that reduce re- 
ported income below the participation level. In contrast, hold- 
ers of fixed interest securities suffer if management uses 
accounting methods to report higher income and pays higher 
dividends’ (Leftwich, 1981, fn. 9). 


8] am indebted to Clarkson Gordon and the CICA for 
helping me (о track down all of the original financial 
statements. 

?Begley (1989, appendix n. 1) notes that US prospectuses 
summarise resrictive covenants appearing in the indentures 
except for covenants requiring maintenance of assets and 
covenants prescribing mergers. Neither of the exceptions is 
germane to the present study. 
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Table 1 
Profile of the lessees 
Transition Change 
accounting in debt equity 
GAAP firms: 
British Columbia Telephone Company PC 0.008 
Canada Cement Lafarge Limited PC 0.070 
Consolidated Bathurst Incorporated PC 0.029 
The Molson Companies Limited PC 0.277 
George Weston Limited PC 0.445 
Average change in D/E 
Median 


TAP firms: 
Algoma Central Railway 
Canadian Tire Corporation Limited 
Dupont Canada Incorporated 
Rolland Incorporated 
Woodward's Limited 
Average change in D/E 
Median 


NAM firms: 

British Columbia Packers Limited 
Cara Operations Limited 

Consumers Distributing Company Ltd 
D. H. Howden & Company Limited 
Dylex Limited 


Electrohome Limited 

Fraser Incorporated 

Great Lakes Forest Products Limited 

Inter-City Gas Corporation 

Kelly Douglas & Company Limited 

Lake Ontario Cement Limited 

Lawson & Jones Limited 

Loblaw Companies Limited 

McIntyre Mines Limited 

Murphy Oil Company Limited 

Oshawa Group Limited 

Peerless Carpet Corporation 

Power Corporation of Canada 

Revelstoke Companies Limited 

Revenue Properties Limited 

Riverside Yarns Limited 

Scott’s Hospitality Incorporated 

Shepherd Products Limited 

Strathearn House Group Limited 
Average change in D/E 0.884 

Median 0.118 


Notes: 

1. For covenant accounting: GAAP = generally accepted accounting principles; 
TAP = tailored accounting principles; NAM = no accounting measures. 

2. For transition accounting: RC = retroactive capitalisation; РС = prospective 
capitalisation. Р 

3. Change іп debt/equity is computed as if RC had been applied by the PC firms. 
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A firm's covenants were classified as TAP-based if 
uniformly: | 


1. A specific way of accounting for leases was 
stipulated (this was invariably non-capitalisa- 
tion, regardless of GAAP); or, 

2. Ratios were to be computed using accounting 
data but reference was made to a financial 
statement note stating that leases were not 
capitalised. This ‘freezes’ accounting rules for 
the purposes of the covenant despite ensuing 
CICA pronouncements, because legally (in 
North America) it makes clear the intention of 
the parties to go on using the stipulated 
method of accounting (Fogelson, 1978). 


Finally, firms’ covenants were classified as 
NAM-based if they contained no leverage con- 
straints based on accounting numbers. In these 
cases, invariably bondholders’ relied on ‘me-first 
rules’ (Fama and Miller, 1972, p. 151—152; p. 155, 
fn. 10). That is, the only restriction was that, 
without lenders’ permission, the firm could not 
issue new debt ranking equally with, or above, the 
security described in the indenture. Some NAM 
indentures also indicated that debt was secured by 
liens on real property. (This was possible even for 
firms with a substantial amount of leased assets, as 
long as some of their assets were owned.) Clearly, 
such contracts allow borrowers substantial lee- 
way in such matters as dividend payout, and (all 
else equal) the associated agency costs should be 
impounded in commensurately higher interest 
rates and other monitoring costs. 


Events and Stock Returns 


Monthly returns on lessees’ shares, on the 
Toronto Stock Exchange Index and on 3-month 
treasury bills were compiled from the Laval Tapes 
for the 60 months, January 1978 to December 
1982. Daily returns are not available for this 
period. The CICA archivist stated that the Ex- 
posure Draft (ED) on lease accounting was mailed 
to members in late January and early February, 
1978. The corresponding pronouncement was 
aired in January 1979, and the first public disclos- 
ure of capitalised leases occurred for fiscal years 
ending in December 1979. 


Profile of the Leases 

The firms analysed are shown in Table 1. 
Thornton (1982) listed the ‘universe’ of 57 Cana- 
dian public lessees as of 1979. All were candidates 
for analysis but 23 had to be eliminated: 


и For 3 it was not clear if ratio tests were to be 
based on TAP or GAAP. 





‘In contrast, Leftwich (1983) found that in the United States, 
some private lending agreements required capitalisation, re- 
gardless of GAAP. 


А 
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m 7 had no common stock outstanding. 
m 13 had incomplete return series due to mergers 
or delistings. 


This left 34 lessees with uniform treatment of 
lease accounting in all of their indentures for 
1974—78, and complete monthly return series on 
the Laval Tapes for January 1978 to December 
1982, which is the period selected for modelling 
possible adverse share-price reactions to the new 
standard. 

Only 10 firms had covenants based on account- 
ing numbers (the other 24 had NAM-based 
covenants). Of the 10, 5 used GAAP and 
5 TAP. 


Hypotheses and results 


Table 2 summarises the hypotheses and results 
of the study. In a sense, the data merely describe 
the entire population of Canadian public lessees, so 
statistical tests of significance are unnecessary to 
draw inferences about Canadian lessees. The de- 
scription may not apply to other populations, 
however, because (i) the lessees self-selected their 
accounting policies and their leasing policies, and 
(ii) Canada's socio-economic environment differs 
from that of other countries (Zeff, 1972). Conse- 
quently, the hypotheses are subjected to standard 
tests of significance, on the basis that the obser- 
vatons can be viewed as a sample of occur- 
rences that might have been generated, given the 
hypotheses that are advanced (Morrison and 
Henkel, 1970). Because alternative hypotheses are 
available, all probabilities reported below are 
one-tailed. | 

The first group of hypotheses concerns the 
relation between firms’ covenant policies and 
transition accounting policies. Hypothesis Ка) is 
thai, once the pronouncement is in force, firms 
wità GAAP-based covenants are more likely than 
others to use prospective accounting, to blunt the 
impact of mandatory lease capitalisation on their 
covenants. This hypothesis is subjected to Fisher's 
exact probability test in the following contingency 
table: 


Covenant accounting 





Transition GAAP Non-GAAP Total 
accounting | 
Retroactive 0 14 14 
Prospective 5 15 20 
TOTAL 5 29 34 


Were covenant accounting and transition account- 
ing unrelated, the exact probability of observing no 
firms in the upper left hand cell of this table would 
be 0.0557. Thus the alternative hypothesis verges 
on acceptability at the 0.05 level of significance. 
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Table 2 

Summary of hypotheses and results for non-market-based transaction costs 
Test 

performed 


Hypothesis (alternative form) 


Relations between covenant policy and transition 
strategy 

Firms with GAAP in their covenants are more 
likely than others to use prospective accounting 
Firms with accounting numbers in their 
covenants (GAAP or TAP) are more likely 
than others to use prospective accounting 
GAAP firms are more likely than TAP firms to 
use prospective accounting 

Relations between covenant accounting and 
materiality * 

Firms with accounting in covenants (GAAP or 
TAP) have lower D than all other firms 
GAAP firms have lower D than all others 
Firms with accounting in covenants (GAAP or 
TAP) have lower D than all other firms after 
controlling for RC 

GAAP firms have lower D than all others after 
controlling for RC 

Relations between transition accounting and 
materiality 

Retroactive capitalisers have lower D than 
prospective capitalisers 

Retroactive capitalisers have lower D than 
prospective capitalisers after controlling for 
TAP/GAAP 

Retroactive capitalisers have lower D than 
prospective capitalisers after controlling for 
GAAP 


Significance 


level Confirmed? 


Fisher's exact 


Fisher's exact 


Fisher's exact 


Mann-Whitney U 


Mann-Whitney U 


Regression 


Regression 


Mann-Whitney U 


Regression 


Regression 


*D is the change in each lessee's debt/equity ratio that would have been caused by full, retroactive 
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capitalisation of leases existing when the lease-accounting exposure draft was issued by CICA. 


Descriptively, it is interesting to note that the 
GAAP firms all used prospective accounting. As 
Table 1 shows, however, so did three of the five 
TAP firms and half of the NAM firms. Thus 
GAAP-based covenants cannot be advanced as 
the only motivators for choosing PC. Similar 
tests hint at tendencies for firms with any account- 
ing numbers (GAAP or TAP) in their covenants 
to use prospective accounting (hypothesis 1b), 
and for GAAP firms to be more likely than 
TAP firms to use prospective accounting (hypoth- 
esis Ic); however, neither tendency is statistically 
significant. 

Recall that D is the change in firms' debt-to- 
equity ratios that would have been caused by full, 
retroactive capitalisation of leases. D serves as a 
measure of the materiality of retroactive lease 
capitalisation for firms' covenants. Higher values 
of D would use up more slack in firms’ covenants 
and thus make it more likely that the firms would 
take steps to avoid adverse share-price reactions 
and other costs that might be imposed on them by 
mandatory capitalisation. 





The median values of D are summarised below 
for the 12 portfolios of firms” (numbers of firms in 
parentheses): 


Transition accounting 


PC RC . Totals 
GAAP 0.07 No 0.07 
Covenant (5 firms (5) 
accounting TAP 0.02 0.038 0.02 
(3) Q) (5) 
NAM 0.524 0.045 0.118 
(12) (12) (24) 
Totals 0.26 0.045 0.108 
(20) (14) (34) 


The data summarised in this table form the basis 
for testing the second and third groups of 





NE)-Gazzar et al. (1989, p. 220) reported mean (not median) 
D of 0.32 for ‘intensive’ US lessees. They did not consider 
transition accounting effects. 
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hypotheses in Table 2: that lessees with higher D 
will be more inclined to insulate their covenants 
and to use prospective accounting. 


Covenant Immunisation Hypothesis 


Hypothesis 2(a), that firms with any accounting 
numbers in their covenants (GAAP or TAP) have 
lower D than others, was corroborated with a 
Mann-Whitney U-test. The null hypothesis that 
there was no difference in D between GAAP/TAP 
firms and other firms was rejected (at the 0.04 
level), in favour of the alternate hypothesis that 
firms in the GAAP/TAP group had lower D." 
A looser way of stating this result is that firms 
with higher D tended to use NAM in their 
covenants. 

Surprisingly, GAAP firms themselves did not 
have significantly lower D than all other firms 
(hypothesis 2b). Only by grouping the GAAP and 
TAP firms together was it possible to obtain the 
significant results reported above (hypothesis 2a). 
In this way, TAP firms seem more similar to 
GAAP firms than to NAM firms. However, the 
insignificant result in 2b may be due to the small 
sample size. 

Hypotheses 2c and 2d re-address the preceding 
two questions through regression analysis, con- 
trolling simultaneously for covenant accounting 
and transition accounting policies. Hypothesis 
2c is examined by use of the following model 
(significance levels in parentheses): 


In D= —1.03 – 
(0.014) 


1.67 АСС 
(0.006) 


1.81 RC+u 


(0.001) (1) 


where 


D-=change in each firm's debt/equity ratio 
caused by retroactive lease capitalisation 
(even if the firm used prospective 
accounting) 
ACC 1 for firms using accounting-based ratios 
(GAAP or TAP) and 0 otherwise 
ВС == 1 for firms using retroactive transition 
accounting and 0 otherwise 
u--random error term with expected value 
Zero 


The adjusted R? in this model is 0.30. The F ratio 
of 8.20 (with 2 and 31 degrees of freedom) is 
significant at the 0.001 level, easily rejecting the 
null hypothesis of no relationship. The coefficient 
of ACC, —1.67, indicates that, even after con- 
trolling for firms' transition accounting policies, 
firms with accounting numbers in their covenants 





"Sum of ranks for 24 NAM firms was 466; sum of ranks for 
10 other firms was 129; z = 1.739; probability that z > 1.739 is 
0.041. : 
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had significantly lower D than other firms. 
The interactive effect between RC and ACC was 
tested by means of a similar model and found to 
be insignificant." 

Hypothesis 2d was examined via the following 
regression (significance levels in parentheses): 


In D= —138— 124 GAAP — 
(0.056) (0.14) 


1.70 RC+u 


(0.001) 0) 


where СААР — 1 for firms with GAAP-based 
covenants and zero otherwise. Controlling for 
RC does not improve upon the results in test 
2b: firms with GAAP-based covenants do not 
have significantly lower D than other firms (sig- 
nificance level 0.14). Moreover, the adjusted R? 
in this model is only 0.17, though the F ratio 
of 4.39 is significant at the 0.02 level. Thus the 
model is not nearly as well specified as that 
in equation (1) above. Once again, grouping 
GAAP and TAP firms together gives much 
stronger results than leaving GAAP firms on their 
own, 


Transition Accounting Hypothesis 


The third group of hypotheses in Table 2 con- 
cerns the lessees’ transition accounting policies. 
Hypothesis 3a is that lessees with smaller D will be 
more inclined to use retroactive accounting, avoid- 
ing the costs of dual reporting over the lives of 
extant leases. This hypothesis was subjected to a 
Mann-Whitney U test, and it was found that firms 
adopting the standard retroactively had lower D 
than those adopting it prospectively (significant at 
the 0.01 level). 

Equation (1) above tests hypothesis 3b—that 
retroactive capitalisers have lower D even after 
controlling for the use of accounting in firms’ 
covenants. This hypothesis is strongly supported 
by the data at the 0.001 level. Equation (2) tests 
hypothesis 3c. After controlling for the use of 
GAAP in covenants, retroactive capitalisers have 


‘significantly lower D than prospective capitalisers. 





“The model tested was: 


InD=—1.03— 1.67 ACC— 1.81 RC + 1.08 ACC«RC +e 
(0.014) (0.005) (0.001) (0.41) 


where ACC*RC = 1 for firms with both accounting in their 
covenants and retroactive transition accounting. The coefficient 
of ACCsRC is insignificant. The adjusted R? in this model is 
0.30. The F ratio of 5.65 (with 2 and 31 degrees of freedom) is 
significant at the 0.003 level, rejecting the null hypothesis of no 
linear relationship; however, the model in the text is better 
specified because its F ratio is even higher, and of course it has 
the virtue of parsimony. . as 

MSum of ranks for 14, RC firms was 180; sum of ranks for 
20 PC firms was 415; z = 2.275; probability that z> 2.275 is 


- 0.012. 
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Interpretation of Regression Model 


After taking expected values of both sides, one 
can write equation (1) as 


E(D) = e 10-167 АСС – 1.31 RC 


= 0.357 e7 197 ACC е 1.81 RC (3) 


where E(D) is the expected value of D for a 
firm in the sample with various combinations of 
ACC and RC, and e is the base for natural 
logarithms. When ACC = RC = 0, the firm uses 
no accounting numbers at all in its covenants 
and uses prospective accounting; and then, the 
model predicts that the firm's D will be e7!” = 
0.357. Taking this as the base case, one can then 
predict D for prospective capitalisers that do 
have accounting numbers in their covenants 
(ACC=1, RC=0) as е-!9-16 = 0.067; for 


Table 3 
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retroactive capitalisers with no accounting num- 
bers (АСС = 0; RC = 1) as ет!!! — 0.058; and 
for retroactive capitalisers with accounting-based 
covenants (ACC = RC— 1) as е-!-1-0181 ш, 
0.011. These predicted changes in debt/equity 
are summarised as follows: 


Predicted D 
Covenant accounting 
GAAP/TAP NAM 
Transition RC 0.011 0.058 
accounting PC 0.067 0.357 


Thus the model predicts that NAM/PC firms 
will have Ds approximately 30 times higher 
than other firms. These predictions for D exhibit 
a pattern similar to that shown by the actual, 


‘Impact of disclosure on returns to common shares (Dummy DISCLOSE = 1 for October, November and 


December 1979) 


Regression Rp — Ry = a, + b(R,, — Ry) + ¢,(DISCLOSE), + u 


Portfolio (р) 


All firms (34 firms) 
coefficient 
t statistic 
(significance level) 


Prospective (20 firms) 
coefficient 
t statistic 
(significance level) 


Retroactive (14 firms) 
coefficient 
t statistic 
(significance level) 


Accounting in covenants (10) 
coefficient 
t statistic 
(significance level) 


No accounting in covenants (24) 
coefficient 
t statistic 
(significance level) 


GAAP in covenants (5) 
coefficient 
t statistic 
(significance level) 


Non-GAAP covenants (29) 
coefficient 
t statistic 
(significance level) 


*2 and 57 degrees of freedom. 
** Adjusted for degrees of freedom. 





F R? 


b ratio* (adjusted**) 


0.71 
11.98 
(0.000) 


—3.49 
2.04 
(0.046) 


73.57 0.71 


(0.000) 


0.60 
9.60 
(0.000) 


—3.05 
1.68 
(0.098) 


47.32 
(0.000) 


0.87 66.30 
11.38 


(0.000) 


—4.13 
1.88 


(0.066) (0.000) 


0.64 75.49 
12.21 


(0.000) 


— 2.24 
1.49 


(0.142) (0.000) 


0.74 54.43 
10.27 


(0.000) 


— 4.02 
1.92 


(0.060) (0.000) 


0.65 44.25 
9.26 


(0.000) 


— 3.58 
1.75 


(0.085) (0.000) 


0.72 
11.14 
(0.000) 


—3.48 
1.86 
(0.069) 


63.54 


(0.000) 
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median changes in D for firms in those same 
categories: 


Median D actually observed 
Covenant accounting 


GAAP/TAP NAM 
Transition RC . 0.038 0.045 
accounting PC 0.050 0.524 


Thus, the regression model in equation 1, besides 
being technically well specified in the strict statisti- 
cal sense, has descriptive validity and intuitive 
value. 


Market Reactions 


The empirical question that remains to be 
addressed is whether market reactions to lease 
capitalisation can be identified, given the insula- 
tion measures (NAM, PC) undertaken by the 
lessees and given the apparent immateriality of D 
for firms that took no steps to insulate their 
covenants. 

First, possible reactions to the release of the 
exposure draft on lease accounting are examined. 
If lending agreements are sensitive to lease capital- 
isation, the issuance of an exposure draft should 
increase the probability that lessees will have to 
capitalise their leases retroactively for covenant 
purposes, thereby incurring unfavourable market 
reactions. Thus a dummy variable ‘ED’ is set 
equal to | for several alternative windows and 0 
otherwise: 


Window 1: the four months, January to April 
1978. This wide window gives analysts time to 
estimate the impact of capitalisation on lessees' 
covenants and lessees time to respond to the 
exposure draft, i.e. do they intend to use. retroac- 
tive or prospective capitalisation? The wide win- 
dow has a major disadvantage, however: it is likely 
that the reaction to the exposure draft will be 
confounded with other events during the same time 
period. 

Window 2: January 1978. This is the narrowest 
window available with monthly data. If market 
reactions are impounded immediately, this is the 
most effective window to use. 

Window 3: the two months, January and 
February 1978. This is a compromise between 
the two windows above. As: mentioned, the 
exposure draft was mailed to chartered accoun- 
tants at the end of January, and it is possible 
that most members did not receive it until early 
February. 

Statistica] methodology similar to that intro- 
duced by Schipper and Thompson (1983), and 
discussed by Binder (1985), is used to look for 
abnormal returns on various portfolios of lessees, 
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which are formed according to the lessees' 
covenant accounting policies and transition 
accounting policies. To control for the exceptional 
interest rate volatility in Canada over this 
period, excess returns over the risk-free rate 
(approximated by 3-month treasury bills) are 
used for both the market portfolio and test 
portfolios. January stock returns tend to be 
abnormal high in the United States (Tinig 
and West, 1984) 'Thus an indicator variable 
JAN is introduced. JAN is 1 for the five January 
months in the time series and 0 otherwise. Each 
of the three windows is examined with and 
without this control variable in the equation: 


Гы — Тр = 05 +O, Pn — rj) + ФЕР, + и, (4) 


where 


ry, Ру = Excess returns on portfolio p over the 
risk-free rate in month 7. 

Fm 77 ry, = Excess return on the equally weighted . 
Toronto Stock Exchange 300 ‚Сот- 
posite Index in month t. is 

ED, = a dummy equal to 1 for the exposure 

draft month(s) (zero otherwise). This 
is repeated for each of the three 
windows. 
— Àn error term satisfying the usual 
assumptions of independence over time, 
nórmality, zero mean, and constant 
variance. 


Each portfolio's systematic risk (beta).is esti- 
mated simultaneously with the coefficient of the 
exposure draft dummy. The time-series used to 
estimate the equation begins with the event month 
(January 1978) and goes forward sixty months. 
If expectations are on average realised, this 
procedure tends to produce estimates of betas 
based on anticipated rather than previously 
realised returns. 

The previous section's findings indicated that 
firms with material values of D tended to insulate 
covenants. This suggests that any residual market 
reactions will be small, leading to a final hypoth- 
esis: none of the portfolios of lessees will suffer a 
significant adverse market reaction to the exposure 
draft due to lending agreements. The null hypoth- 
eses are that the exposure draft has no effect and 
that consequently the coefficients, d,, are zero for 
each portfolio. - 

In this sample there are 12 possible combi- 
nations of covenant accounting (GAAP, TAP, 
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NAM) and transition accounting (RC, PC).? Thus 
72 regressions were run to estimate equation (3). 
Seventy-two is the product of 3 windows x2 
models (i.e. with and without the control for the 
January effect) x 12 portfolios. Each of the 72 
regressions was checked for specification error. 
The hypotheses of (a) normality and homoscedas- 
ticity of residuals, and (b) no serial correlation 


could not be rejected for any of them. Adjusted R? ` 


statistics averaged more than 0.6. Of the 72 esti- 
mated coefficients of ED, not one was significantly 
negative at the 0.05 level. One was significantly 
positive at the 0.04 level for the portfolio of five 
TAP firms, using the four-month window, during 
which confounding events could well have oc- 
curred. Thus one may conclude that there were no 
adverse share price reactions to the issue of the 
exposure draft, and that portfolios of firms adopt- 
ing different insulation strategies did not differ 
significantly in their reactions to it. 

Next, reactions to disclosures by lessees were 
examined (see Table 3). The following model was 
estimated: 


ry у = Ay + by (ru — гу) + Cp DISCLOSE, + и, (5) 


This model has the same structure as (4). The 
indicator variable DISCLOSE takes the value 1 
for October, November and December 1979. Firms 
would have to adopt the new pronouncement in 
their 1979 financial statements, arid the first 
disclosures of estimates of financial data based on 
these statements would be made in the press during 
the last quarter of the year. Inclusion of the JAN 
dummy variable had no effect on the results and so 
it was dropped from the analysis. 

As is evident in Table 3, when all lessees are 
considered, there is a significant (0.05 level) 
negative reaction to disclosure. It amounts to 
approximately 3.5% per month during the three 





The 12 portfolios.are as follows: 


RC PC Totals 
No accounting measures (NAM) 12 12 24 
“Accounting measures in covenants 2 8 10 





Totals 4 2 34 


These are the 9 main portfolios. Firms with accounting based 
covenants were assigned to sub-portfolios of firms using TAP 
and GAAP: 


RC РС Totals 





Tailored accounting (TAP) 2 3t -* 5* 
GAAP 0 5 5* 
2 8 10 


There are по GAAP/RC firms, so only the 3 sub-portfolios 
miarked * are non-redundant with the 9 above: ie. the sub- 

portfolio of 2 RC/TAP firms is the same as the main portfolio 
composed of the two firms that used RC and accounting 
measures in their covenants and so there are 12 portfolios to 
examine. 
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month period. Anyone holding this portfolio 
would have suffered a negative return on invest- 
ment equivalent to 40% per year in each of these 
months! It seems, however, that the firms that drive 
this result are not the ones with GAAP-based, or 
even accounting-based covenants. Indeed the nega- . 
tive reactions of the portfolio of 29 firms with 
non-GAAP covenants and its sub-portfolio of 24 
firms with NAM covenants verged on signifi- 
cance (at the 0.069 and 0.066 levels, respectively). 
On the other hand, there is very weak evidence 
that the firms adopting retroactive transition 
accounting came closer than those using prospec- 
tive accounting to exhibiting a significant nega- 
tive reaction (0.066 level as opposed to 0.098 level 
respectively). 

From these findings one may conclude that the 
disclosure of capitalised leases did have a nega- 
tive impact on lessees’ share prices; however, this 
impact cannot be attributed to the use of GAAP 
or TAP in covenants. If anything, firms with 
NAM covenants had the more negative reactions, 
though at the 0.06 level this finding only verges on 
significance. 


Conclusions 


Canadian lessees that used GAAP in their lend- 
ing agreements invariably chose prospective capi- 
talisation, perhaps partially because they wanted 
to dampen the effect of the new rules on their 
lending agreements. Lessees that would have re- 
ported the more material increases in leverage, had 
they capitalised their leases retroactively, tended to 
take two costly actions to minimise the impact of 
the accounting pronouncement on their lending 
agreements: 


1. They implemented the new accounting rules 
only prospectively, not retroactively, incurring 
the costs of dual reporting to lenders and 
other financial statement readers during the 
economic life of their extant leases. Thus it 
appears that the flexibility allowed by the 
CICA was valuable to lessees: those who 
would have been more adversely affected by 
the new pronouncement, had the CICA not 
allowed prospective transition accounting, 
were more likely to take advantage of that 
flexibility. In this respect, the CICA's strategy 
can be regarded as sensitive to the private costs 
borne by lessees, while at the same time pro- 
mulgating a standard believed to have social 
benefits to a broader constituency of financial 
statement users. 

2. They avoided using accounting numbers in 
their lending agreements, incurring higher 
agency costs, which should be manifest in 
interest rates, and other explicit monitoring 
-costs. 
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Lessees’ covenants were well insulated against 
the impact of capitalisation, if it was material, by 
the time the leasing exposure draft was issued, and 
so adverse market reactions were not observed at 
this time. Adverse reactions for the lessees as a 
group were documented at the time of the first 
disclosures of financial data based on the newly 
capitalised leases; however, these market reactions 
could not be attributed to firms’ covenant account- 
ing policies. These stock market findings are quali- 
tatively consistent with those of prior research, 
especially Frost and Bernard (1989). Thus it seems 
that, by airing the lease accounting issue for at least 
five years, and by allowing lessees transition ac- 
counting flexibility, the CICA gave lessees ample 
opportunity to adapt to this significant change in 
GAAP and the lessees did so. 

Previous studies have dichotomised their 
samples along the lines of GAAP vs. other (TAP 
or NAM). Perhaps surprisingly, in most respects 
the TAP firms behaved more like GAAP firms than 
like NAM firms. Thus future studies may benefit 
from using NAM rather than GAAP as an indi- 
cator variable. The model suggests that, even if this 
is done, researchers will be hard-pressed to find 
share price reactions to mandated accounting 
changes. The reason is that market reactions can be 
viewed as merely the tips of the icebergs of the total 
costs of accounting to lenders. 

There are several shortcomings of the study that 
might be improved upon in future research: 


1. Only a small number of firms was examined, 
though they are the population of Canadian 
lessees. This does not aífect the statistical 
significance of the findings. The non-paramet- 
ric tests produced sharp results and regression 
diagnostics indicated that all of the tests per- 
formed were justified. Whether the results can 
be replicated in larger samples, for other 
episodes, is a question for future research to 
address. However, it may be difficult to find 
other cases in which the impact of a new 
standard can be computed on the same basis 
for firms adopting different transition account- 
ing policies. 

2. While the results are consistent with a costly 
contracting hypothesis, transaction costs were 
not measured directly. It would be interesting 
to see (possibly using field study methods) if 
management's perceptions of contracting costs 
were in accord with the expanded view of 
economic consequences developed in the 
paper. 

3. As in all studies of stock market reactions to 
exogenous events, selecting an appropriate 
window for the 'event' is problematic. There 
is always a possibility that share prices 
moved before or after the interval framed by 
the window selected by the researcher. 
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4. Though the results appear to be statistically 
robust, they fall far short of explaining every- 
thing. For example, half of the NAM firms 
used prospective accounting and half retroac- . 
tive accounting. Did the mangers of such firms 
have preferences between the two, or did they 
just flip a coin?! 


Despite its shortcomings, the study highlights 
the importance of modelling the total economic 
consequences of mandated accounting changes, 
not just share price reactions. And since account- 
ing is costly, the paper also hints at the richness of 
the literature on transaction cost economics 
(Alchian and Woodward, 1988) as a basis for 
future accounting research. 
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Book Reviews 


Accounting for Change: Proposals for Reform of 
Audit and Accounting. Austin Mitchell, Anthony 
Puxty, Prem: Sikka and Hugh Willmott. Fabian 
Society Discussion Paper No. 7. 33 pp. £10. 


This Fabian Society Discussion Paper is a disap- 
pointment, although not because of its polemic 
stance or because the academic contributors have 
been led by Austin Mitchell, MP, the self-ap- 
pointed scourge of the accountancy profession. 
After all, as the authors note, ‘Accountancy is on 
the political agenda’. Part of the disappointment 
is due to the lack of a strong editorial hand: 
individual contributions have been insufficiently 
co-ordinated, some points are made repetitively, 
and the diversity of style and structure of different 
chapters is disconcerting. There are no new 
insights; the contents of the paper are familiar 
from Mr. Mitchell's other speeches and writings. 
The various proposals have not yet been sorted 
out into a consistent and comprehensively inte- 
grated programme, they are not accorded any 
priority, and there is no detailed action plan to 
achieve and implement change. 

Disappointingly few of the proposals seem to 
emerge logically from the commentary which pre- 
cedes them, and the paper seems to have been 
written back to front—conclusions first, then 
analysis. There is no acknowledgement of the cures 
being sought by other agents of change who share 
with the authors an understanding of the diagnosis 
of the need for reform. As it happened, the first 
Annual Review of the Financial Reporting Council 
was published a few months after this Fabian 
Society Paper. It provided a more comprehensive 
and rational inventory of the key challenges of 
corporate accountability, and a more balanced 
overview of what is being done by various parties 
to achieve effective change. 

Certainly, this Fabian Society paper contains 
most of the main points. It is a lively, at times 
rumbustious, read. But the authors' enthusiasm to 
score points weakens the focus of the case they 
seek to make. There are just too many Aunt 
Sallies: in hurling a handful of balls at the whole 
of the coconut shy they succeed in knocking over 
none. We are given anecdote instead of analysis, 
assertion instead of argument. 
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The fundamental issue, of course, is the crisis of 
corporate governance. The Victorian model of 
corporate democracy embodied in UK company 
law no longer works effectively. Too much power 
is concentrated in the hands of executive manage- 
ment which is insufficiently accountable to the 
company's proprietors. Corporate shareholders do 
not discharge properly the obligations of owner- 
ship, preferring when they can to use the mechan- 
isms of the securities market to exit instead of 
exercising their voice to achieve change in corpor- 
ate management. And who is the custodian of the 
corporate conscience? Obviously, the processes of 
measuring, reporting and validating the financial 
results of corporate activity make an important 
contribution to the processes of corporate account- 
ability and governance. Corporate collapse is ulti- 
mately the result of a failure of corporate 
governance. 

The authors are obviously familiar with the 
causes célébres of corporate collapse over the past 
decade. (And since this paper was published in 
Summer 1991 there have been further even more 
dramatic demonstrations of the failure of corpor- 
ate governance!) Where the paper fails is in isolat- 
ing the contribution to each failure which is the 
responsibility of audit and/or accountancy. It 
makes grudging acknowledgement that ‘Accoun- 
tants and auditors may not be the cause' of either 
what they term 'the casinoisation of the economy' 
or 'the Halpernisation of companies. But the 
sweeping assertion that ‘accounting standards and 
audits neither help the investor nor signpost the 
road to disaster' does not of itself make the case for 
change. 

The single-minded assault on the accountancy 
profession misses the mark (the repetitive dismissal 
of the professional institutions as mere trade as- 
sociations does not advance the authors' argu- 
ment) They assert that ‘the profession is 
dominated by the big firms and their practices’. But 
should not a distinction be made between the 
separate professions of accountancy and audit? 
And in what ways have the relatively recent emer- 
gence of the big (auditing) firms contributed to 
changing the nature of relationships between an 
accountancy institution and its individual mem- 
bers? Such questions are not answered and there is 
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no evidence that the authors think they might 
reasonably be asked. 

The fundamental question raised by the 
lamentable episodes of our recent corporate his- 
tory is whether such problems are caused by 
systems or by individuals. The writers concentrate 
on systems. There is, of course, a connection, 
because we have to rely on systems to minimise the 
licence for individual misconduct and to reveal 
quickly and punish effectively aberrant personal 
behaviour. Companies Acts and various forms of 
corporate regulation have progressively improved 
the standards of discipline to which individuals are 
subjected in the context of corporate activity. But 
failures such as those referred to in this pamphlet 
and all the other recent subjects of criminal and 
civil legal process, of Department of Industry 
Enquiries and of journalistic insight teams, simply 
demonstrate that the only effective discipline is 
self-discipline. There is a paradox in seeking to rely 
on bureaucratic systems to achieve better stan- 
dards of personal conduct. The essence of self-dis- 
cipline is that it provides its own reward in 
self-esteem. 

But at the level of systems, there is nothing in 
this Discussion Paper about the reformed process 
by which accounting standards are now being 
developed in the UK: nothing about FRC, or ASB, 
or the Review Panel, or about the background to 
their creation and funding. There is nothing about 
the restructuring of the Auditing Practices Board. 
There is no reference to the Cadbury Committee 
which is actively reviewing the financial aspects of 
corporate governance. Although individual build- 
ing societies are included in the catalogue of col- 
lapses there is no. reference to their supervisor, the 
Building Societies Commission. Indeed, the role of 
regulators and supervisors is generally ignored as 
is the progressively onerous duty of detailed re- 
porting imposed by them on the auditors of those 
they supervise. 

These omissions in the context of these pro- 
posals for reform are regrettable. Many of the 
authors’ individual suggestions for reforming cor- 
porate accounting practices are firmly on the 
agenda of ASB and other groups. By the time this 
Fabian paper was published, ASB had published 
two Exposure Drafts on fundamental issues relat- 
ing to the purpose and nature of accounting, 
namely those on ‘Objectives of Financial State- 
ments’ and on ‘Qualitative Characteristics of Fi- 
nancial Information’. ASB is already addressing 
some basic topics not referred to in the paper, such 
as the true nature of equity, and accounting for 
convertible and variable interest rate financing 
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instruments. There is already a new standard on 
cash flow data; drafts about the future treatment 
of what have hitherto been called extraordinary or 
exceptional items have been circulated; detailed 
evidence is being collected on research and devel- 
opment expenditure, and the market values of 
fixed assets, the provision of future orientated 
information and systematic information such as 
corporate objectives and information about the 
company’s markets are all firmly on ASB’s 
published agenda. 

As for proposals to reform auditing, the nature 
of the company-auditor relationship is already the 
subject of an APB paper; Sir Adrian Cadbury’s 
committee is actively considering audit committees 
{and also remuneration committees and other 
special responsibilities of non-executive directors) 
as well as the best way of relating various elements 
of the annual report, for example the chairman’s 
statement, to the financial statements. 

Too much of the comment in this paper seems 
to be insufficiently informed by close knowledge or 
personal experience of the audit process. Auditors 
are already exposed to legal action to compensate 
for the results of recklessness or failure to meet 
professional standards. The separate judgement of 
professional peers may, by imposing a penalty of 
expulsion from their professional institute, effec- 
tively deny an auditor the ability to continue to 
earn his living in that way. 

Disciplinary procedures are already extensive 
and far reaching. If they are slow and insufficiently 
transparent the case for change needs to be more 
tightly argued than it is by Mr. Mitchell et al., and 
proposals subjected to more rigorous analysis. 
Some recent experiences of pursuing through the 
criminal courts those suspected of corporate crime 
have demonstrated the practical difficulties of ap- 
plying even the full rigour of the law in seeking out 
and punishing bad behaviour. The early days of 
regulation under the Financial Services Act have 
not yet demonstrated that legally sanctioned bu- 
reaucratic supervision will be more effective than 
traditional peer group self-regulation—accepting, 
of course, the limits to which society will think it 
appropriate to surrender the preservation of public 
order to private process. 

The paper closes with a chapter on 'Social 
Relevance’. It provides a fascinating catalogue of 
policy issues: environmental disclosure, energy 
consumption, health and safety information, 
employee training information, employment of 
disabled persons, and disclosure of low pay. But 
these issues are not central to the professional 
preoccupations of accountants and auditors. Their - 
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preoccupations and their primary concerns are to 
resolve issues of financial measurement and finan- 
cial disclosure in ways which will enhance corpor- 
ate accountability and contribute to ensuring 
effective corporate governance and efficient access 
to international capital markets. That, after all, 
seems to be where the authors themselves started. 

The authors of this interesting, if disappointing 
and frustrating, paper are individually and collec- 
tively informed and sincere. They are frustrated 
that in accountancy ‘ a powerful weapon is being 
grievously misused’. Their political motivation is 
explicit: ‘A party determined to work with, and 
manage, markets needs to understand and mobilise 
accountancy if it is to further its objectives. It can 
work more effectively by using accountancy than 
by legislation and direct intervention’. But the 
practices of accountancy respond to social change. 
They do not drive the achievement of change. 

It is a pity that the writers have been over- 
whelmed by their sense of outrage and impatience, 
and that they betray so little understanding of the 
objectives of leading individuals in the accoun- 
tancy profession. It is a pity too that they provide 
no fresh perspectives, no imaginative solutions. 
Unfortunately this paper cannot be recommended 
for serious study. But, saving a few minor slips in 
the proof reading, it is entertaining. It shows 
clearly that accountants and auditors have a long 
way to go in explaining the limits to their disci- 
pline, and how they will contribute to enhancing 
the quality of corporate governance. 


Edinburgh Jack Shaw 
Financial Reporting in | Japan—Regulation, 
Practice and Environment. 7. Е. Cooke and 


M. Kikuya, Blackwells, 1992. 365 pp. £45. 


Financial Reporting in Japan provides a compre- 
hensive and up-to-date review of external financial 
reporting in Japan. The book examines Japanese 
accounting requirements and practices in detail 
and considers the influences on their development. 
Part I deals with the key factors influencing the 
evolution of accounting and reporting practices. 
The nature of the capital market is outlined and a 
description is given of the common forms of 
business organisation in Japan. Particular empha- 
sis is given to the role of government in establishing 
accounting requirements. The government exer- 
cises influence from three sources, as follows: 


Ministry of Finance—responsible for the 
Securities and Exchange Law, which applies to 
all listed companies, and oversees the Business 


277 


Accounting Deliberation Council, the account- 
ing standard-setting body; 

Ministry of Justice—responsible for the Com- 
mercial Code, which applies to all companies; 
Tax Bureau—responsible for drafting tax legis- 
lation; deductions for tax purposes must be 
incorporated into the financial statements. 


The authors indicate that the Japanese account- 
ing and auditing profession is small and has little 
influence on accounting developments. 

Part П deals with the form and content of 
accounts in Japan. Consideration is given to 
specific requirements for asset valuation and 
income determination. There are separate sections 
on issues such as accounting for mergers, consoli- 
dation principles and foreign currency translation. 
Part II contains the results of a survey of the 
annual accounts of 13 unlisted and 35 listed enter- 
prises. The authors encountered some difficulty in 
obtaining the accounts of Japanese companies, 
which ‘reinforced [their] belief in the cultural 
characteristics of secrecy rather than transpar- 
ency’. 

The results of the survey seem to indicate that 
compliance with the accounting requirements is 
generally high but that there is little innovation or 
experimentation in external financial reporting. 
This theme is carried forward into the authors’ 
concluding chapter, where they state that ‘Consist- 
ent with state control of accounting in Japan is the 
requirement to be uniform rather than flexible in 
the extent of disclosure of information ... we con- 
clude that Japanese financial reporting is charac- 
terised by secrecy, uniformity and compliance with 
the regulations’. The authors conclude that there 
have been few pressures from Japanese sources to 
extend the disclosure of information in corporate 
annual reports. They refer to the potential impact 
of Japanese foreign investment in manufacturing 
and in securities, possibly leading to ‘...more 
overseas quotations for Japanese companies 
and perhaps even increased disclosure in their 
corporate annual reports as a consequence’. How- 
ever, the impression given is that the influence of 
government will continue to predominate over all 
other national or international pressures. 

The book is open to criticism on a number of 
grounds. The authors could have considered more 
fully the extent to which Japanese accounting 
requirements give Japanese enterprises a competi- 
tive advantage or disadvantage in the international 
marketplace. For example, the secrecy referred to, 
combined with a relatively weak auditing pro- 
fession, may provide scope for profit-smoothing, 
possibly creating an advantage in raising debt and 
equity finance. 

The authors could have defined their target 
audience more clearly. As the authors point 
out, hostile takeovers and takeovers of Japanese 
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companies by foreigners are rare. As a result, few 
readers are likely to use the book to assist in 
evaluating potential acquisitions in Japan. Insti- 
tutional investors and international bankers may 
find the book helpful as an introduction but 
they are likely to need considerably more local 
detail in assessing specific investing or lending 
decisions. Competitors of Japanese companies 
might find the book of interest in analysing 
the financial position and performance of their 
rivals. Non-Japanese managers and accountants 
employed by Japanese companies might find the 
book of interest in understanding the influences on 
their group’s financial reporting practices. A more 
detailed targeting of the likely audiences might 
have increased the book’s usefulness to those 
audiences. 

The authors might have attempted to construct 
a model for restating a set of Japanese financial 
statements into UK or US generally accepted 
accounting practice. At the very least, this would 
have highlighted the difficulties in such an exercise, 
caused in many respects by the unavailability of the 
accounting measurements in UK or US form. Such 
.. measurements would often not be available to the 

Japanese company let alone to the external user of 
its financial statements. 

Overall, the book is a significant addition to the 
limited literature available on Japanese financial 
reporting. 


Glasgow L. G. Campbell 


Corporate Restructuring, Reorganisations and Buy- 
outs. Joseph W. Bartlett. John Wiley and Sons, 
1991. x + 500 pp., £97.35. 


In the second half of the 1980s, the US and 
subsequently the UK were swept by a wave of new 
types of corporate restructurings. Although at the 
start of the 1990s such transactions have all but 
disappeared it seems clear that when economic 
conditions are once again appropriate, major re- 
structurings will reappear since the underlying 
rationale for them remains. Hence, an understand- 
ing of the processes involved is of considerable and 
continuing interest. This book presents a detailed 
treatment of the legal and financial aspects of 
restructurings, reorganisations and buy-outs. It 
consists of thirteen chapters, a table of references, 
a table. of cases and a table of Statues (sic) and 
Regulations. Following the Introduction, chapter 2 
deals with Structuring and Transaction, chapter 3 
covers Lenders’ Issues, chapter 4 addresses Tax 
Issues and chapter 5 examines Selected Accounting 
Issues. Chapters 6 to 12 cover, respectively, Vari- 
ous Categories of Securities; Securities Regulation 
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Issues, State Corporate Law Issues, Steps in the ~ | 


Process, ERISA Issues (including leveraged 
ESOPs), Customary Agreements, and Executive 
Compensation and Incentives. The final chapter 
deals with the highly topical issue of Restructuring 
Troubled Companies. 

There is generally an absence of books which 
deal adequately with the important legalistic issues 
raised by reorganisations (for the UK see Sterling 
and Wright, 1991). This book fulfils an important 
function in seeking to fill this gap. Individual 
sections of the main text are refreshingly readable. 
to a non-lawyer, though the structure of the book 
is not particularly clear. In such a complex area, it 
might have been preferable to outline a clear 
framework in the introductory chapter. Use of 
footnotes is at times excessive and the non-special- 
ist reader may find the frequent appearance of 
Wall St. jargon somewhat daunting. This reviewer 
is happy to add to his collection such delights as 
‘sending the bunny rabbit for the lettuce’, ‘tin 
parachutes’, ‘fluffy debt’? and ‘back end freeze- 
outs’. But if any book demanded a glossary this is 
it. 

Despite the generally detailed treatment of legal 
matters the book is less convincing when it comes 
to financial aspects and critical analysis. The expo- 
sition of financial instruments could have been 
improved with the use of a few illustrative 
examples. Certain elements of the financial struc- 
ture such as bridging finance, revolving/evergreen _ 
debt, etc. receive scant coverage and, given what 
we now know, there is insufficient critical ap- 
praisal. The book generally is rather thin on recent 
empirical material in the financial economics and 
accounting literature. Perhaps most surprising is 
the complete absence of any reference to the work 
of Jensen (see, e.g., Jensen, 1989). 

The author explicitly omits hostile bids and 
cross-border deals. Whilst it is true that most LBOs 
are agreed deals, much of the attention of the 1980s 
was grabbed by a small number of high profile 
hostile bids, and it would have been useful to have 
some guidance on how past mistakes might be 
avoided in the future. Cross-border divestments 
have been significant elements of the buy-out mar- 
ket and raise a number of complex issues. It is 
hoped that a second edition of this potentially 
highly informative text might trade-off some of the 
detailed material in the footnotes against consider- 
ation of these issues. 


University of Nottingham Mike Wright 
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Strategic Management Accounting Survey—Over- 


__ head Cost Allocation & Performance Evaluation 


Practices of Australian Manufacturers. Graeme W. 
‘Dean, Marc P. Joyce and Paul J. Blayney. The 
Accounting and Finance Foundation within The 
University of Sydney and National Industries 
Extension Service, 1991. x + 144 pp. A$25. 


The objective of this survey was to collect, through 
a mail questionnaire, information about cost allo- 
cation and performance evaluation practices in 
manufacturing companies in Australia. Despite the 
title, the report does not deal with strategic man- 
agement accounting. As its frame of reference 
states, it concentrates on two aspects of cost ac- 
counting: namely, the allocation of common costs 
and the approaches used for performance evalu- 
ation. The report itself is 36 pages long and is 
accompanied by a copy of the questionnaire and 
various statistical analyses, including over 70 pages 
of cross tabulations. 

The frame of reference goes on to claim that the 
aim of the survey is to provide answers to such 
questions as: what are the reasons for allocating 
common costs? What are the perceived obstacles to 
the improvement of costing systems and, in the 
short term, what are the perceived remedies? What 
problems are related to the use of financial and 
non-financial measures of performance? And what 
factors influence managers’ decisions to implement 
non-financial measures of performance? How- 
ever, as the report is entirely descriptive, the 
answers provided to such questions are very 
superficial. As was only to be expected, the re- 
searchers had to conclude that it is necessary to 
use field-based research to address such questions 
properly. 

The response rate for the survey was only 15%, 
but as 2094 questionnaires were dispatched the 
sample used comprises 313 responses. It was ar- 
gued that in general the sample was reasonably 
representative of Australian companies, although 
there was bias towards larger firms. 

The results were not particularly surprising: the 
practices of the Australian companies were very 
similar to those of US and UK companies. Allo- 
cated (as distinct from direct) cost-based infor- 
mation is used almost exclusively; but pricing is 
influenced by ‘what the market will bear’; on 
average overheads account for 25% of total man- 
ufacturing costs; and over 50% of the respondents 
were very satisfied or reasonably satisfied with their 
methods of cost allocation. There is an interesting 
comment to be made on accounting change in the 
findings that despite widespread knowledge of new 
techniques, for example activity based costing, and 
generally held perceptions that such techniques are 
potentially useful, there has been little experimen- 
tation with them. The researchers concluded that 
Australian managers have been slow to revise 
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traditional cost allocation procedures. Clearly, 
questionnaire surveys cannot tell us why change 
has not come about; case studies are needed for 
this purpose. But they can help to direct our 
attention to areas worthy of study. 

Furthermore, the researchers concluded that 
methods of performance evaluation have also been 
slow to change. Accounting rather than non-ac- 
counting data are predominantly used for perform- 
ance evaluation, with accounting data more likely 
to be used to evaluate upper level managers. In 
addition, the accounting measures used for this 
purpose give particular emphasis to short-term 
performance indicators. 

This report adds to the growing number of 
questionnaire studies of accounting practices. But 
now the real need is for case studies and field work 
to help us explain the questionnaire results. 


University of Manchester | Robert W. Scapens 


The Costing Heritage: Studies in Honor of S. Paul 
Garner. O. Finley Graves (ed.). The Academy of 
Accounting Historians. 1991. ix 4- 171 pp. £ 


This Festschrift has been compiled to celebrate 
the life and work of Paul Garner, who is best 
known for his pioneering study entitled Evolution 
of Cost Accounting to 1925, published in 1954. 
The monograph begins with brief tributes from 
H. Thomas Johnson and Guo Daoyang. 

There then follow ten articles which comprise 
a coherent contribution to the accounting history 
literature, with nine papers impinging on-cost/ 
management accounting and a tenth which draws 
attention to «ће problems faced by historians 
attempting to extract meaning from accounting 
records. The list of reviewers at the end of the book 
shows that the articles have been the subject of a 
serious review process and this is reflected in the 
general quality of the collection. Four of the items 
involve the restatement and development of earlier 
work to which the author(s) have made a signifi- 
cant contribution (Fleischman, Parker and Vam- 
plew; Mattessich; Wells; and Baxter), while the 
remainder comprise entirely new contributions to 
the literature (Lee; Kimizuka; Schneider; Rayburn; 
Yamey; Parker). I refer to each paper, below, in the 
order that it appears in the text. 

Richard Fleischman and Lee Parker have done 
much, in recent years, to challenge the conven- 
tional view that ‘effective cost accounting was 
not a feature of the Industrial Revolution’ (p. 13). 
In this paper they collaborate with Wray Vamplew 
‘to demonstrate that the period of the Industrial 
Revolution was not a cost accounting wasteland’ 
(p. 14). 

Ricco Mattessich summarises the findings 
from Schmandt-Besserat’s archaeological research 
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on counting and token accounting, covering the 
period 8,000 to 3,000 BC, and examines the poss- 
ible significance of this work for our understanding 
of the development of account keeping. 

G. A. Lee analyses the colliery accounting 
records on the Willoughby estate covering the 
period 1546-96. These are the oldest detailed 
records of coal mining operations known to exist 
in England and are kept on the charge and dis- 
charge basis by the 'pit-reeve' for control purposes, 
and as a rudimentary basis for making short-term 
resource allocation decisions. The records include 
a cash-based measure of profit and a perpetual 
inventory. As is typical of Lee, the analysis is 
meticulous and thoughtful, and in this case leads 
him to the conclusion that the records examined are 
'rare precursors of modern industrial accounting' 
(p. 51). 

Yoshiro Kimizuka briefly summarises the 
evolution of cost accounting in Japan over the two 
hundred year period to 1945. A particular problem 
faced by those keen to investigate early Japanese 
accounting practices is the lack of records due to 
three factors: intentional destruction, in order to 
maintain secrecy; the devastation caused to flimsy 
buildings (usually constructed of wood) by earth- 
quakes, typhoons, fires and wars; and the common 
practice of recycling the accounting records made 
from the expensive material called washi. À valu- 
able feature of the paper is that it demonstrates the 
importance of government and military organis- 
ations in the development of Japanese cost account- 
ing, with Ryosuke Tokuno, director of the Printing 
Bureau of the Ministry of Finance (circa 1880), 
described as the 'father of modern Japanese cost 
accounting' (p. 80). During the second world war 
the Japanese military and other government organ- 
isations introduced a range of cost accounting 
regulations designed to promote uniformity, but 
these proved ineffective for a number of reasons 
which are examined by Kimizuka. 

Dieter Schneider imaginatively argues that the 
history of cost accounting can be traced to Roman 
law based on the concept of fructus which means 
‘net proceeds’. Schneider then briefly traces the 
influence of the concept on cost accounting and 
profit and loss statements from the Renaissance to 
the late 19th century. 

Frank R. Rayburn outlines and analyses steps 
taken by the US government, between 1970 and 
1990, to counter profiteering among government 
contractors, by requiring them to use uniform cost 
accounting procedures. The author demonstrates 
how changing environmental conditions and the 
ebb and flow of public and private pressure have 
affected US government interest in this topic. 

Basil Yamey introduces readers to the earliest 
known book devoted exclusively to the application 
of double entry bookkeeping to an industrial enter- 


prise: Jacob Kneppel’s Olyslagers Handboek, pub- ' 
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lished in Amsterdam around 1789. Yamey clearly 
and succinctly explains the essential features of 
Kneppel's model system which, for illustrative 
purposes, is applied to the affairs of a manufacturer 
involved in the conversion of rapeseed and linseed 
to produce oils. Two notable features of the system 
are: ће maintenance of separate accounts, in terms 
of both quantities and values, to show the profit 
arising from the sale of each type of oil; and the 
inclusion in each of these accounts of transfer 
charges, based on market prices, to cover process- 
ing costs (the double entry is completed by credit- 
ing the processing account in order to enable the 
profit or loss arising from the provision of this 
service also to be calculated). 

Murray Wells reviews the contribution of 
Johnson and Kaplan, in Relevance Lost and 
other publications, to the continuing endeavour 
to improve accounting information as the basis 
for management decision making. Wells shows 
that J&K's criticisms of management accounting 
practice have been made before, but agrees that it 
is important to repeat these criticisms in the hope 
that the practitioners may one day listen. In view 
of Harrison's (1921) criticism that cost accounting 
"ike Rip Van Winkle ... has been asleep for 
twerty years’ (p. 130), and J&K's conclusion that 
‘if there has been much innovation between 1925 
and 1980 ... the innovating practitioners. have 
managed to keep it mostly secret' (p. 130), one 
might be forgiven for doubting that this will hap- 
pen. Wells criticises J&K for being ‘long on 
rhetoric and short on examples’ (p. 132) and 
reacies the conclusion that, despite emphasis on 
‘cost drivers’, their proposals boil down to advo- 
cacy of ex post product costs, thus falling into the 
trap of the earlier writers which they criticise. 

Will Baxter examines the role played by Ronald 
Coase and Ronald Edwards, when teaching at the 
London School of Economics in the late 1930s, 
in focussing attention on the need to re-assess the 
usefulness of overhead apportionments. These 
individuals, interestingly not mentioned by Wells, 
applied the reasoning of economics to accounting 
and business in a series of articles published in The 
Accountant in 1938. Their criticisms caused con- 
sternation among the professional accounting es- 
tablishment, and even drew criticism from a senior 
colleague (Stanley Rowland) who likened their 
ideas to Dr. Johnson’s leg of mutton: ‘ill bred, ill 
fed, ill killed, and ill dresst’ (p.140). 

The Festschrift concludes with Bob Parker’s 
paper, which starts by making the important point, 
often overlooked by accounting and business his- 
toriéns, that accounting records and financial 
statements were not prepared for their benefit. 
Users must therefore be mindful of the possible 
existence of up to six misleading features. Firstly, 
there are records which appear to represent actual 
transactions, but are merely exemplars of good 
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accounting (e.g. Kneppel's oil mill, above). There 
are three problems associated with the fact that the 
historian may be misled: because techniques are 
employed (e.g. double entry or charge and dis- 
charge accounting) which are misunderstood; be- 
cause conventions are employed (e.g. valuation at 
cost or market) which are misunderstood; and 
because the accounts are in such a state of con- 
fusion as to be almost unintelligible. The fifth and 
sixth problem areas identified by Parker deal with 
treatments which may mislead the historian be- 
cause they were also intended to mislead contem- 
porary users: fraudulent accounts; and creative 
accounting. The discussion of each area contains 
numerous examples which makes this paper 
colourful as well as informative. 

This book is essential reading for accounting 
historians and should appear on reading lists for 
courses on accounting history, business history 
(particularly the articles by Fleischman, Parker 
and Vamplew; Parker) and management account- 
ing (particularly Rayburn; Wells). 


Business History 
Research Unit 


Cardiff Business School J. R. Edwards 


Readings in Accounting for Management Control. 
C. Emmanuel, D. Otley and K. Merchant (eds.), 
Chapman and Hall, 1992. xiv + 680 pp. £19.95. 


The editors have prepared this Reader to supple- 
ment their textbook, Accounting for Management 
Control, which they claim has been used on nearly 
every undergraduate accounting programme in 
the United Kingdom and increasingly in other 
countries. This is deserved, for it is a well-written 
and scholarly synthesis of organisational and man- 
agerial approaches to management accounting. It 
is one of the few management accounting texts 
of the past two decades which is neither a clone of 
Horngren's Cost Accounting nor a blatant attempt 
to service professional examinations regardless of 
any scruples about their academic conservatism or 
their penchant for the procedural. Given the yeo- 
man service the text has given my undergraduate 
courses, especially since the extensive teaching 
materials were added to the second edition, its 
Reader must be seriously considered for recom- 
mendation. 

Like the textbook, the Reader is divided into 
four parts, each of which is preceded by an 
editorial commentary. It contains thirty previously 
published articles, twelve from Accounting, Organ- 
izations and Society, five from The Accounting 
Review, four from this journal, and three from 
The Journal of Business Finance and Accounting. 
Many are widely cited; for example, the opening 
section on The Context of Management Account- 
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ing includes: Hedberg and Jonsson's ‘Designing 
Semi-confusing Information Systems'; Otley and 
Berry's conceptualisation of ‘Control, Organis- 
ation and Accounting'; and Otley's prognosis on 
contingency theories of management accounting. 
However, the Reader is more than a compilation 
of the great and good as attested by citation 
indices, for the editors often choose important 
original contributions to topics rather than later 
retrospective reviews, Thus, the book opens with 
Machin's vision for management control from 
New Perspectives in Management Control, a 
product of the early days of the Management 
Control Workshop that he and Tony Lowe helped 
to pioneer; Vickers’ lecture on applying systems 
theory to managerial problems; and Amigoni’s 
succinct review of factors pertinent to the design 
of control systems. Rereading such older and less 
accessible contributions caused me to recollect the 
strength of their first impact upon me and to 
ponder why they had slipped from my reading lists, 
thereby denying my recent students the personal 
discovery and excitement that comes from reading 
original contributions with a distinctive point of 
view. As I ruminated upon this I came to regret. 
that earlier important works from the 1950s had 
not been included, such as Argyris’s study of 
budgets, or Simon et al’s research on comptroller- 
ship, or (a personal favourite) Dalton’s participant 
observation of managerial intrigues. Perhaps we 
academics insufficiently sensitise students to the 
chronology of accounting research in our haste to 
get to current topics and fashions. 

The Reader tracks the theoretical approach of 
the textbook it serves, namely an eclectic but 
essentially cybernetic attempt to build a normative 
framework for designing accounting information 
systems іп divisionalised organisations. The 
framework is sufficiently flexible to incorporate 
conventional accounting techniques, economic 
approaches and managerialist work on strategy. 
Its sophistication is illustrated by its acknowledge- 
ment of interpretative, processual and case study 
research rather than espousing the mindless data- 
dredging of so much contingency work. For 
example, part one contains theoretical articles 
from: Dermer on pluralistic approaches to control; 
Ouchi on conceptual frameworks of control 
incorporating notions of loose coupling and clan 
control; and Birnberg, Turopolec and Young on 
how control systems vary according to task un- 
certainties. Through such contributions some 
insight can be gleaned of the importance of culture, 
myths, socially negotiated meanings and the limit- 
ations of economic rationality for understanding 
organisational control and decisions. However, the 
primacy accorded to systemic and managerialist 
approaches leads to a neglect of recent interpret- 
ative and critical articles calling for a fundamental 
requestioning of how we view and research control. 
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Instead the selection reinforces a consensual and 
traditional (albeit more sophisticated) conception 
of control, with the suggestion that heretical work, 
if interpretative, can be consigned to a special 
category of control under exceptional uncertainty 
or, if socially critical, can be ignored. 

The second part, Accounting for Programmed 
Decisions, curiously has little on techniques or 
methods, despite the textbook's corresponding 
section placing considerable emphasis on linear 
programming. As with the textbook, those 
seeking greater exposition of methods will need to 
supplement this Reader. Instead the selected 
articles form a critique of conventional accounting 
by way of human relations material on motivation 
drawn from Norman Macintosh’s book, The 
Social Software of Accounting and Information 
Systems, Buckley and McKenna’s article on 
budgeting and motivation, Briers and Hirst’s 
review of research on budgeting and performance 
evaluation, and Otley and Berry's study of budget 
biasing. Ín addition, there is Kaplan's famous 
(or infamous) diatribe againt conventional man- 
agement accounting research and Swieringa and 
Weick's illustration of how interpretative ‘retro- 
spective action' decision theories might relate to 
the usage of accounting data. 

Somewhat surprisingly, the relevance of the 
latter's approach to decision making under un- 
certainty is not pursued in the subsequent section, 
Accounting for Non-Programmed Activities. 
Instead the bulk of the articles are on Divisional- 
isation. The selection is excellent and includes 
papers on: the residual income debate from 
Scapens, and Emmanuel and Otley; transfer 
pricing, ranging from the analytic approach of 
Emmanuel and Gee to the behavioural contribu- 
tions of Spicer, and Watson and Baumler, plus the 
valuable review of Grabski from The Journal of 
Accounting Literature; a field study of budget 
target achievement by Merchant and Manzoni; 
and, from The Journal of Economic Literature, 
Cave's review of the strategy and structure litera- 
ture from the perspective of positive economics. 
The section concludes with Haka, Gordon and 
Pinches’ study of whether using sophisticated 
capital budgeting techniques affects the perform- 
ance of firms. | 

The final section, despite the intimation of its 
title, A Framework for Analysis, is a sundry 
collection of disparate but fine articles. Two of 
them, Lee Parker on divisional performance 
measurement and Gordon and Miller on contin- 
gency theories, perhaps should lie alongside similar 
articles in previous sections. Two other articles 
on strategy and management controls by Simons, 
and Govindarajan and Gupta, and one by Argyris 
on implementation, whilst worthy of inclusion on 
criteria of quality and significance of topics, hardly 
constitute the examples of important recent theor- 
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etical advance that one might have expected in this 
section. Kaplan’s contentious history of manage- 
ment accounting is worth inclusion in this regard, 
though it is surprising that material that takes issue 
with it is ignored. 

The final section reveals the strengths and weak- 
nesses of this Reader and its associated textbook. 
On the one hand Emmanuel, Otley and Merchant 
have woven together an effective synthesis of com- 
plex and disparate material on control in a format 
that makes it intelligible and teachable. Given the 
failure of other textbooks in management account- 
ing to update themselves in this regard this consti- 
tutes a major contribution. This has partly been 
achieved by adopting a framework and material 
that has proven to be effective over time. One 
can sympathise with their presumption, ‘if it ain't 
broke, don't try to fix it’. On the other hand, this 
does lead to a neglect of recent theoretical work 
be it from agency theory, political economy or 
critical theory. By concentrating upon managerial 
systems, the work tenés to exude abstract notions 
of control somewhat detached from actual people 
(as opposed to subjects), machinery, conflicts of 
interests, production processes, politics and cock- 
ups. In addition there is little on modes of control 
and rationality outside Anglo-Saxon cultures. It is 
a pity that the Reader's concluding section did not 
have a more adventurous section aimed at ac- 
quainting students with contemporary debates, 
however discomforting they might be to the rest of 
the text. However, given the volume and disparate 
nature of current work, to do this to the satis- 
faction of all is probably asking the impossible. 
As with material on management accounting 
methods, those wanting to pursue neglected 
alternative areas should augment the Reader 
accordingly for, regardless of its perceived defi- 
ciencies, it is an excellent core collection of import- 
ant work on accounting and management control. 
It provides a good source of advanced reading for 
undergraduates as well as identifying and making 
accessible many key articles for postgraduate man- 
agement control specialists. I shall use the Reader 
to both ends. 


University of Manchester Trevor Hopper 


Lighting the Town. A Study of Management in the 
North West Gas Industry 1805-1880. J. F. Wilson. 
Paul Chapman Publishing, 1991. xii+240 pp. 
£19.95. 


This book is a result of continuing collaboration 
between British Gas North Western and the 
University of Manchester's Department of His- 
tory. A major basis for Wilson's research is the 
records (deposited at the Howard Greenfield 
archive) of over 100 gas companies located in the 
north west between 1805 and 1880. The book deals 
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diversification into cooking and heating in the face 
of competition from electricity between 1880 and 
1930; elimination from the lighting market and 
relative decline in the mid-twentieth century; and 
the recent recovery associated with conversion to 
natural gas after 1965. 

The book is divided into eight chapters, of which 
the first six comprise three pairs of chapters dealing 
with separate themes for the periods 1805-25 
and 1826-80. The first two chapters chart the 
broad development of the industry; the second two 
focus on its financial and organisational structure; 
while chapters 5 and 6 deal with management 
strategies. Chapter 7 examines the inter-relation- 
ship between the gas industry and the activities of 
local authorities. Chapter 8, ‘Lighting the Town’, 
is a brief three page summary of the main issues 
and findings. 

Wilson's book summarises and extends signifi- 
cantly our understanding of important business 
developments, such as the adoption of the joint 
stock organisational structure, limited liability and 
the growth of the capital market. The role of north 
western gas companies in this process is analysed 
as are their financial structures, ownership patterns 
and management strategies in relation to market- 
ing, pricing and growth. 

The identified readership (inside front cover) 
does not include accounting historians and, 
although the role of accountants and accounting 
systems is recognised as important at various 
points in the text, there is a disappointing failure 
to elaborate. For example, Wilson states that 'gas 
companies were wide open to [defalcations], and 
with accounting techniques so poorly developed it 
was relatively easy for clerical officers to siphon off 
money’ (p. 158). He also tells us that, because of 
the need to improve the supply of financial infor- 
mation, and the later statutory imposition of more 
sophisticated reporting requirements, the accoun- 
tant's position. gained in importance and he 
became one of the principal company officers by 
the mid-nineteenth century (p. 159). The author 
further tantalisingly comments that the cautious 
managerial policy generally displayed by manage- 
ment was 'entirely rational for businesses which 
needed to control marginal costs very carefully' (p. 
179) but, again, fails to elaborate. 

The book contains a wealth of detail about 
business development, but some facts and a num- 
ber of messages do tend to be repeated rather 
often. However, one favourable outcome is that 
each chapter can be read in isolation, which is 
helpful to accounting historians as they are likely 
to find chapter 3 (Company Creation and Capital 
Formation to 1826) and chapter 4 (Gas Shares and 
Government Controls) of most interest. It is not a 
book I could strongly recommend accountants to 
acquire, although the price is reasonable, but they 
should make sure that their library has a copy and 
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that they dip into it for relevant information. (For 
example, students of ‘Positive Accounting’ should 
find the discussion of restrictive covenants, in 
chapters 2 and 3, illuminating). Wilson’s book is 
valuable background reading for accounting histo- 
rians interested in nineteenth century develop- 
ments and/or planning to write a company, 
regional or industry-based history. 

Business History John Richard Edwards 

Research Unit 
Cardiff Business School 


The Impact of ‘Working for Patients’ and ‘the 1990 
Contract’ on General Practitioners’ Administrative 
Systems. S. M. Greenfield, A. M. Nayak and 
Professor Sir Michael Drury. Certified Research 
Report 25, The Chartered Association of Certified 
Accountants, 1991. iv+ 50 pp. £9.95. Е 


This slim book reports the findings of a postal 
survey of 500 randomly selected general practitioner 
(GP) practices in England and Wales, yielding 
251 usable responses. The object of the survey was 
to study the effects of two major government 
initiatives upon the administrative arrangements 
and methods of GPs. In many ways the heart of the 
study revolves around GPs’ use of computers. 

The first two chapters explain the aims of 
the study, and analyse the sample respondents 
in respect of their size, staffing levels, type of 
premises, etc. The new 1990 GP contract altered 
the bases for GP reimbursement claims on NHS 
funds, including the need for accurate records on 
a wider range of individual treatments especially in 
the area of preventative medicine (e.g., childhood 
immunisations, cervical cytology screening, etc.). 
Not only were extra and more reliable records 
needed for financial claims, but also new and more 
extensive lists of all patients needing to be called for 
treatment. Hence the potential for extended com- 
puter usage. 

Chapter 3 is on computer use and change in 
the sample. Seventy two per cent had computers in 
mid-1991, a year after the start of the new GP 
contract. Just over half of these had been first 
installed in the years before and after the start of 
the new contract. Information is provided on who 
uses computers, the kinds of data being entered, 
training and support provided, and GP and staff 
problems and feelings for the new systems. Eighty 
per cent of GPs with computers agree that the 
computers have brought benefits, but there are 
many complaints about the increase in adminis- 
trative workload arising from the contract changes 
and new administrative systems. Chapter 4 gives 
more detail on support advice and training. 

Chapter 5 reports on the frequency of use of 
different financial records in GP offices, and their 
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use of independent practice accountants. Seventy 
four per cent of the latter are chartered. The main 
attribute sought is expert knowledge of NHS 
claims regulations and the new contract. The out- 
side accountant’s advice is sought widely on topics 
of partnership investment and tax, but it is sought 
little on budgeting and financial planning, and only 
3% admit to obtaining advice on computer: sys- 
tems from their accountants. 

The study is competently presented and inter- 
preted. It is of interest because it jointly involves an 
accounting department and a clinical department 
(both at Birmingham University). It throws some 
light on the limited use made by GPs of budgeting, 
financial planning and cash-fiow analysis, and it 
could assist readers interested in action research 
or consultancy in that area. 


University of Exeter John Perrin 


Modern Accounting Research: History, Survey, 
and Guide. Richard Mattessich (ed.). Research 
Monograph No. 7. Canadian Certified General 
Accountants’ Research Foundation, 1984, repr. 
1989. xviii + 487 pp. Can $30. Accounting Re- 
search in the 7980s and Its Future Relevance. 
Richard Mattessich (ed.). Research Monograph 
No. 17. Canadian Certified General Accountants’ 
Research Foundation, 1991. xvi+277 pp. Can 
$22. 


These two volumes of papers by leading account- 
ing researchers, issued in paperback form as part 
of the contribution to research of the Certified 
General Accountants’ Association of Canada, are 
intended to serve as an overview and guide to 
contemporary accounting research for academics, 
students and practitioners. The main volume was 
first published in 1984; it covers research in the 
1970s and early 1980s. The second volume, a 
supplement to accompany the 1989 reprint of the 
first one, deals with research in the 1980s. Collec- 
tions of readings are, by their very nature, personal 
statements of the perspective of the editor; this is 
true here to an even greater extent than usual. 
The main volume contains 20 articles plus an 
introduction by Richard Mattessich on ‘the scien- 
tific approach to accounting’. Five of the articles 
are published here for the first time. Of the remain- 
der, nine are journal articles (six from Accounting 
Review, two from Journal of Accounting Literature, 
and one from Accounting and Business Research) 
and five from other collections of readings. None 
was published earlier than 1976. The supplemen- 
tary volume consists of a 73-page ‘editor’s com- 
mentary’ plus six articles published between 1986 
and 1990. Five of the articles were published first 
in leading academic journals (two in Accounting, 
Organizations and Society, two in Contemporary 
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Accounting Research and one in Journal of 
Accounting Literature) and the remaining one in 
another collection. 

Some idea of the range and coverage of these 
two volumes can be gauged from the section 
headings and names of authors: 


Evolution or revolution of modern accounting 
theory: Mattessich; Wells; Hakansson. 

Positive versus normative accounting theory 
and standard setting: Watts and Zimmerman; 
Christenson; Bryant and Thornton; Sunder and 
Haribhakti. | 

Agency theory and information economics: 
Feltham; Butterworth, Gibbins and King; Baiman. 
Empirical accounting research: Dyckman, Gibbins 
and Swieringa; Kaplan; Gibbins and Hughes; 
Clarkson and Mattessich. 

Managerial and institutional accounting, and 
auditing: Mattessich; Kaplan; Vatter; Joyce and 
Libby. 

The criticism of management accounting: Kaplan. 
Organisational and behavioural accounting: 
Richardson and Gibbins. 

Positive and financial accounting research: con- 
tinuation of established trends: Atiase and Tse; 
Ohlson. 

Income measurement, the ups and downs of 
inflation accounting, and social accountability: 
Thornton. | 

Agency-contract theory: Baiman. 


The readings are an interesting mixture of 
what might be termed ‘recent classics’ (e.g. Watts 
and Zimmerman’s 1979 article, "The Demand for 
and Supply of Accounting Theories: The Market 
for Excuses’); survey articles on various areas 
of empirical and theoretical research by leading 
scholars (e.g. Kaplan on the information content 
of financial accounting numbers and Baiman on 
agency research in managerial accounting); and 
sundry papers on important issues and themes in 
accounting research (standard setting, behavioural 
research, security valuation and accounting num- 
bers, current cost disclosure choices, non-business 
accounting, etc.). ` 

As might be expected from a collection put 
together by Richard Mattessich, methodological 
issues are treated in an interesting fashion. Mattes- 
sich's own ideas on this subject are discussed at 
length, not only through his introductions and 
summaries, but also through inclusion of his con- 
tribution to the 1980 Special Accounting History 
Issue. of Accounting and Business Research. Papers 
by Christenson, Kaplan, Butterworth et а/., deal- 
ing with other methodological issues, are included 
as well. 

Collections of readings are compiled for a var- 
iety of reasons, the most commonplace being con- 
venience for students. However, it is difficult to 
imagine that there are many university accounting 
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courses for which these two books would be suit- 
able. Another reason is to make available new 
papers or important old ones which are difficult 
to access. All the papers reprinted in these two 
volumes are of very recent origin and the great 
majority first appeared in leading journals or 
books which are still in print. Nevertheless, these 
two volumes are of real value—partly for Mattes- 
sich's magisterial surveys, but also for the small 
number of interesting new papers they contain. 

Overall, there is little doubt that these two 
collections constitute a fascinating contribution to 
the literature. One can only marvel at the breadth 
and depth of reading required for one man to put 
together such well-chosen and wide-ranging collec- 
tions. At a time when the discipline is in real 
danger of fragmenting into numerous separate 
specialisms, each with its own concerns, methods 
and barriers to entry, it takes someone of Mattes- 
sich's stature and concern with fundamentals to 
show us how to keep it all together. All doctoral 
students and academics will find something useful. 
On the other hand, practitioners will probably find 
it confirms their worst suspicions about academics! 


Lancaster University Ken Peasnell 


Break-even Analysis—Basic Model, Variants, 
Extensions. Marcell Schweitzer, Ernst Trossmann 
and Gerald H. Lawson. John Wiley & Sons, 1991. 
xvi + 306. £39.95. 


After reading the back cover, it was with a sense 
of anticipation that I opened this book. The cover 
claimed that ‘This book provides scholars and 
practitioners of managerial accounting and 
business economics with an insight into the man- 
agerial styles and accounting practices that have 
developed in the German economy, one of the most 
successful economies of the last 50 years’. My 
anticipation began to recede as I looked down the 
list of contents. Apart from brief introductory and 
concluding chapters, there were three other chap- 
ters: Basic Model of Break-even Analysis (chap- 
ter 2), Variants of Break-even Analysis (chapter 3), 
and Extensions of Break-even Analysis (chapter 4). 
The contents looked very reminiscent of the math- 
ematical models which were common in the North 
American literature in the 1960s and 1970s. There 
seemed to be no reference to the managerial and 
accounting practices which have given German 
companies their competitive advantage in world 
markets. 

My disappointment continued to grow as I read 
in the preface that ‘in stark contrast to [break-even 
analysis] popularity in the USA, it has, until 
comparatively recently, been conspicuous by its 
virtual absence from the German scene’. I was 
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beginning to suspect that break-even analysis is not 
the secret of German business success which the 
book cover had implied. This interpretation was 
given added weight as I continued in the preface 
and discovered that the purpose of-the book is 
to introduce into a German context ‘the widely 
dispersed literature on break-even analysis, mainly 
of US origin’. So my suspicions seemed to be 
confirmed and my disappointment was complete; 
the book is not an examination of the accounting 
contributions to German business success as I had 
expected, rather it describes the various theoretical 
contributions (mainly North American) to the 
academic literature on break-even analysis. 
Although the preface ended with claims that the 
book has an ‘intensely practical orientation’, the list 
of ‘Symbols and Abbreviations’ which followed 
suggested a highly complex mathematical treat- 
ment of the subject, rather than a practical guide. 
This was soon confirmed as I began to read the. 
individual chapters. 

After a definition of break-even analysis in chap- 
ter 1, chapter 2 describes the basic model. Break- 
even charts and profit-volume charts are illustrated 
and then the discussion quickly moves on to the use 
of regression analysis to estimate cost equations. 
The chapter finishes with a discussion of the well 
known assumptions underlying simple break-even 
analysis: linearity, single-stage, single-product, and 
certainty of information. 

Chapter 3 continues with descriptions of variants 
of single-product break-even analysis: prescribing 
minimum levels of profit, allowing for the effects of 
taxes, including inventories, and so on. These 
variants increase the level of mathematical com- 
plexity, culminating in the introduction of sales risk 
using probability density functions and integral 
calculus. These extensions seem to complicate un- 
duly what is really a rather simple model, based on 
such assumptions as a single product production 
process and linearity of cost and revenue functions. 
Chapter 4 increases the mathematical complexity 
with extensions for, amongst other things, multi- 
product and multi-stage production. Linear pro- 
gramming techniques are described, as well as 
non-linear and stochastic break-even analysis. The 
chapter finishes with a discussion of the impli- 
cations of the relationship between accruals and 
cash flow variables. 

Although there are descriptions of applications 
of break-even analysis to particular situations 
in German companies, these are to illustrate the 
mathematical techniques, rather than to examine 
their practical implications and to explore any 
difficulties of implementation. There is no discus- 
sion of the cost and benefits of break-even analysis 
generally, nor of the increasing levels of com- 
plexity. The complexity seems to be added in an 
apparent attempt to make the techniques more 
‘realistic’. As I have argued elsewhere (Scapens, 
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1991), the search for realism in quantitative man- 
agement accounting models and the consequences 
in terms of increasing mathematical complexity 
-was a feature of management accounting research 
in the 1970s, but the implications of information 
economics subsequently led researchers to look to 
the relative costs and benefits of simple and com- 
plex techniques. This book illustrates how a funda- 
mentally simple technique (which may indeed be 
cost effective in use) can be made exceedingly 
complex and probably unintelligible to many non- 
mathematicians, both academics and practitioners. 

The final chapter asserts that 'It is evidently 
the case that the various forms of break- 
even analysis constitute an important instrument 
for business planning, management and control 
and that ‘Break-even analyses are of importance 
in the day-to-day management of a business 
process when intermediate decisions are to be 
based on simple criteria’. The break-even analyses 
described in this book, however, are very far from 
simple. 
University of Robert W. Scapens 
Manchester 


: Reference: Scapens, Robert W., Advanced Management 
“Accounting: A Review of Recent Developments, (Macmillan, 
"218 -edition, 1991). 


Accounting Theory and Development. M. К. 
Mathews and M. H. B. Perera. Chapman and 
Hall, 1991. viii + 373 pp. £19.95. 


The fact that a text book on accounting theory and 
development is written from the perspective of 
particular countries—in this case New Zealand 
and, to a lesser extent, Australia—ought not to 
affect its more general applicability. Many of the 
issues and controversies of accounting theory are 
not country specific and several chapters of this 
book do introduce the conventional topics of 
accounting theory in a way that will be of general 
interest. 

The book begins with chapters which provide a 
brief history of accounting up to 1900 and a brief 
overview of Anglo-American accounting develop- 
ments since 1900. Then there are two chapters on 
accounting theory. The first of these introduces the 
philosophy of science and research methodology 
and the second discusses the process of accounting 
theory construction and verification. These are 
; followed by a chapter on conceptual frameworks 
and one which examines regulatory frameworks 
and the factors affecting standard setting. 

Up to this point the book would be appropriate 
for most students of accounting theory. The chap- 
ter on conceptual frameworks, for example, pro- 
vides a general discussion of the issues, together 
with a useful summary of the attempts under- 
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taken in the USA, UK, Canada, Australia and 
New Zealand to develop a conceptual framework. 
Similarly the chapter on the regulatory framework 
provides details of the institutional arrangements 
for accounting standard setting in the same five 
countries. However, this particular chapter does 
expose one of the problems of trying to write a 
book on accounting theory which will meet the 
needs of students from one specific country, and 
yet at the same time maintain the interests of a 
wider audience. A discussion of regulatory frame- 
works might, for example, cover the underlying 
issues in some detail, but provide a description of 
the institutional arrangements of only the one 
specific country. Alternatively, the regulatory pro- 
cesses of the major English speaking countries 
might be the primary focus of attention, with the 
underlying issues being covered much more briefly. 
It is the latter approach that is followed in this 
book, with the debate on such issues as regulation 
versus a ‘free market’ approach, or private versus 
public sector regulation, or the economic conse- 
quences of standard setting, being squeezed into 
relatively few pages. 

The nex: three chapters provide conventional 
and adequate discussicn of accounting for assets, 
disclosure of liabilities, and accounting and income 
determination. There follows a chapter on price 
variation accounting which contains, in: about 
twenty pages, an overview of the whole debate. 
Whilst it has to be acknowledged that price level 
accounting is no longer the issue it once was, it 
would still seem to warrant a more comprehensive 
discussion than is provided here. A chapter on 
incremental disclosure examines, inter alia, debt 
defeasance (in some detail), segmental reporting 
and employee reporting. This is followed by a 
chapter on creative accounting which once again 
discusses debt defeasance (a lack of coordination 
by the authors is evident here) and other examples 
of creative accounting. Both this chapter, and 
the next one on insider trading, drop much of the 
attempt a: general applicability and examine 
the issues very much from a New Zealand 
context. 

Finally there are chapters on professional ethics, 
comparative accounting, culture and accounting, 
and social accounting. The chapter on comparative 
accounting is too brief to add anything much and 
although the other three chapters do contain some 
useful material it might have been better to intro- 
duce this into the earlier chapters on accounting 
theory. A notable omission of the book is that 
there is no discussion of cash flow reporting. Given 
that New Zealand issued a standard on cash flow 


reporting in 1987, and given the increasing atten- 


tion that is now being paid to this topic, the lack 
of discussion in this book is surprising. 

The authors have clearly set out to provide a 
busy student with material on accounting theory, 
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new developments in accounting and even com- 
parative accounting, all in one text. This was an 
ambitious project and although it works up to a 
point, particularly for a New Zealand (and poss- 
ibly Australian) student, the coverage of some of 
the key issues is at times insufficient and at times 
too country specific to suggest that this book might 
have a more widespread appeal. 


Cardiff Business School M. W. Pendlebury 


The Essence of Business Taxation. Helen G. Nellis 
and David Parker. Prentice Hall, 1992. xiv + 284 pp. 
£9.99. 


This book is the twenty-seventh in the ‘Essence’ 
series which covers topics as diverse as ‘The 
Economy’, "Women in Management’, ‘Successful 
Staff Recruitment’ and ‘Effective Communication’. 
The series aims to provide a concise, analytical and 
uniform approach to key topics of good business 
practice and it is against this benchmark, rather 
than as a comprehensive tax guide, that the book 
must be judged. 

The book defines business as including sole 
traders, partnerships and limited companies and 
ambitiously examines the impacts of a range of 
taxes on these different business forms. Chapters 
cover from a business viewpoint the following: 
taxing of sole traders and partnerships; the treat- 
ment of capital expenditure; taxing income from 
employment; taxing business property; taxing 
capital gains; taxing foreign earnings; taxing 
companies; VAT; inheritance tax; and tax avoid- 
ance, pensions anu tax payments. The material is 
presented clearly and concisely and is relatively 
jargon free. The book includes a good number of 
examples and useful pictorial summaries of difficult 
areas such as taxable emoluments and connected 
persons. 

The breadth of material dealt with means that 
the book is in insufficient depth for taxation 
specialists or students studying for professional 
examinations. However, it is ideal for businessmen 
and managers who want an appreciation of the 
impact of taxation on their businesses, wish to 
converse intelligently with their taxation advisers— 
or as the preface to the book states want to be ‘tax 
literate’. This book is also an ideal text for MBA 
students taking a business taxation course or as a 
supplementary text for undergraduate accountancy 
or business studies students using a standard text 
like James and Nobes' The Economics of Taxation 
for their taxation course. Finally, the book is 
excellent value for money especially as the text 
will require annual updating. The main weakness 
of the book as a student text is the absence of any 
practice questions and solutions. 
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To summarise, the book is a valuable introduc- 
tion to the complexities of business taxation, and 
is successful in meeting its limited aims. 


University of Exeter © Paul Collier 


Foundations of Accounting. R. J. Chambers. Deakin - 
University Press, Australia. v 4- 216 pp. 


What is the difference between the development of 
motor vehicle instrumentation and accounting? 
The answer is that, as motor vehicles have devel- 
oped in complexity, the quality of the instrumen- 
tation which controls them has, unlike accounting, 
evolved appropriately. As Ray Chambers puts it: 
‘the larger and more complex the firm, the poorer 
and less sensitive the instrumentation" (p. 127). 

The idea that accounting ought to be an ‘inte- 
grated instrumentation system' to register 'the 
financial effects of actions and events that may be 
organisationally or spatially remote’ from manage- 
ment is one that disciples of Chambers' work will 
recognise. For many years he has been heavily 
critical of existing regimes of financial reporting 
and has promoted continuously contemporary ac-. 
counting (CoCoA) as the remedy. Foundations оў: 
Accounting is an extension of this critical and 
reformist mission which seeks to tidy up the 'clut- 
ter of styles of accounting' (p. 167), and through- 
out the book Chambers' market price evangelism 
is readily evident. The aggregation of hetero- 
geneous balances and the loss of a consistent 
holism has resulted in accounting becoming a 'vast 
array of calculations' rather than a 'straightfor- 
ward act of discovery'. An opposition between the 
convolutions supported by the profession, with 
only a superficial commitment to eliminate diver- 
sity, and the demands of a form of continuous 
economic knowledge is fundamental in Chambers' 
thinking. 

Foundations of Accounting is in many respects a 
sustained philosophical treatise of accounting, 
although it is one more akin to the non-linear, 
aphoristic style of the later Wittgenstein than to a 
systematic analysis which develops logically 
towards conclusions. Accordingly, the book can be 
dipped into for ‘refreshment’ and this is its great 
charm. Indeed, Chambers does not so much argue 
for his position as allow his commitments to 
inform a diverse range of concerns. This diversity 
is visible in the chapter headings, each of which 
expresses a ‘foundational’ aspect of accounting. 
Thus the reader is led from commercial to data 
processing foundations via a consideration of the 
legal, economic, financial, metrical, psychological, 
axiological, organisational, linguistic and social 
aspects. According to Chambers, accounting exists 
at, and is influenced by, the intersection of these 
different fields of knowledge, which are ‘systematic 
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technologies’ and ‘have their roots in recurrent 
practical situations about which general statements 

^ can be made’ (p. 7) Yet despite the apparent 

relativism that might emerge from such a diversity 

- of ‘foundations’, he steers a consistent path in the 
name.of an original innocence in кошш which 
needs to be rediscovered. 

At least two substantive questions arise in the 
face of Chambers' position: is it a practical possi- 
; bility and do markets exist in the required sense 
for accounting to. function? Regarding the first, 
Chambers is adamant that the present arrange- 
ments: for financial accounting are themselves far 
from practical. Regarding the second, he accepts 
the possibility of ‘thin markets’ but does not regard 
this as prohibitive. But perhaps the relation be- 
tween accounting and markets is a little more 
complex than this. There is evidence that in certain 
areas, such as brand valuation, accounting helps to 
create markets. If this is true then Chambers? 
vision of accounting as ‘discovery’ may in practice 
turn out to be a process of construction. 

For whom is this book intended? The battery of 
questions at the end of each section function partly 
for didactic and partly for more rhetorical pur- 
poses. Hence, it is not entirely clear that the book 
i$ for students, at least not undergraduates, 


| although it has the feel of having developed fr 
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a series of lectures. In addition, those who are no 
converts to CoCoA may find the argument qui 
and too unsystematic to be truly illuminating. 
liberal use of quotations from accounting though 
in the past has the attraction of reminding young 
accounting academics of the sophistication of её 
lier thinking, but it also gives-the text a certain: 
patchwork cuality. At times it is not always clear. 
how the more explicitly philosophical aspects, 


chapters on psychology and axiology, though 
interesting, seem to be a detour for the sake ‘of 
completeness. 

Despite these reservations about: the intended, 
audience, it must be said that there is much to: 
enjoy, and to be stimulated by, in Foundations‘of. 
Accounting. In particular, Chambers is critical ‘of 
the accounting profession in a manner which does. 
not appeal to heavyweight sociological concepts 
such as ideology and legitimation. His point. is 
refreshingly simple and direct: the knowledge basis 
of practical accounting is in a mess. And perhaps 
no one can really deny this, even if they do hot 
accept the precise form of Chambers' diagnosis. 


London School of Economics . Michael Power 
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The Use and Abuse of Graphs in Annual 


Reports: Theoretical Framework and 


Empirical Study 


Vivien Beattie and Michael John Jones* : 


Abstract—This study investigates the use and abuse of graphs in external financial reporting. From an aríalysis of 
the annual reports of 240 large UK companies for the year ended 1989 we document the nature and extent of graph 
usage. The average number of graphs per annual report is 5.9, with 65% of companies graphing at least one key 
financial variable. Drawing on modern theories of graphical perception we identify selectivity in the use of graphs, 
and non-compliance with the principles of graph construction, as potential distortions in the communication process. 
We find that companies with ‘good’ performance are significantly more likely to use financial graphs. Material 
measurement distortions occur in 30% of these graphs, with the underlying numerical data being exaggerated by 
an average of 10.7%. We conclude that auditors’ and directors’ responsibilities in this area should be made more 


explicit. 


| Introduction 


There has been no systematic study of the use, and 
possible abuse, of graphs in the annual reports of 
UK companies. This is surprising since it is fre- 
quently suggested in the professional accounting 
press and journals that graphs can aid in 
the communication of accounting information 
(Holmes, 1984; Cunningham, 1990; Hussey, 1990). 
It is also suggested, however, that graphs can be 
misleading and a number of examples, resulting 
from casual empiricism, have received publicity 
sint for example, Leach, 1985 and 1988; Lea, 1989; 
gden, 1989; Wood, 1990). 
The; potential for graphs to improve the effec- 
tiVeness of communication in external financial 
reporting is readily established. Surveys of share- 
holders' use of annual reports consistently indicate 
that, although the annual report is a primary 
information source, it is not read thoroughly (Lee 
and Tweedie, 1975 and 1977, provide evidence for 
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the UK; for a summary of studies worldwide see 
Hines, 1982). In these circumstances.the graphs 
contained in annual reports, being visually appeal- 
ing, are most likely to be noticed. Furthermore, 
since the human capacity to remember visual pat- 
terns is superior to memory for text or numerical 
tabulations, graphs are also most likely to be 
remembered (Paivio, 1974, summarises several 
studies). Graphs are also known to be particularly 
useful for highlighting trends (e.g. Wright, 1989). 
It is possible, however, for graphs to introduce 
distortions into the communication process which 
mislead the recipient. There are two principal 
causes of distortion: selectivity of some form, and 
non-compliance with the principles of graph con- 
struction] Selectivity, at its most fundamental level, 
involvesthe decision whether or not to ùse graphs. 
If they are used, then there may be further, selectiv- 
ity in the particular choice of financial variables 
graphed.! The need for graphs in annual reports to 
reflect a number of indicators and not simply one 
or two which are particularly favourable to the 
company has been recognised by Wilkins and 
Lennard (1988) and Mason (1985). L. 
Having made the decision to portray certain 
variables graphically, the second way for distortion 
to arise lies in the construction of the graphs 
themselves. The graphics literature has provided a 
number of informally derived principles of graph 
construction. A number of cases where these prin- ` 


f 





Other forms of selectivity, such as the length of time series \ 
reported, and the precise definitional form of the variables, are 
not considered in this study. They form the basis of a separate | 
research study. í 
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ciples have been violated are documented by casual 
empiricism. Leach (1988) illustrates the misleading 
effect of incorrectly scaled axes with reference to 
the reports of Asda- MFI and Allied-Lyons. Asda- 
MFT's profit had increased by 136% between 1982 
and 1986, but a histogram representing this vari- 
able increased by 330%; while Allied-Lyons’ net 
assets per share rose by 86%, yet a representational 
histogram ‘increased by only 61%. Sugden (1989) 
refers specifically to the use of non-zero vertical 
axes to enhance apparent rates of growth, a prac- 
tice used by Witan Investments to illustrate the 
growth of net asset value in their results announce- 
ment of 1989. 

These examples of selectivity and graph distor- 
tion may-provide illustrations of active infor- 
mation mani ulation. In their review of the 
literature oh Бошанов manipulation Biber 
Turopolec and Young (1983, рр. 120-122) identify 
biasing (selection of favourable signals) and focus- 
ing (enhancement/degradation of aspects of the 
information set) as types of dysfunctional be- 
haviour. (елау strong incentives exist for man- 
agement to manipulate the message received by 
annual report users. In recent years the widespead 
use of creative accounting techniques has been 
extensively documented and criticised (Griffiths, 
1986; Tweedie and Whittington, 1990; UBS 
Phillips and Drew, 1991). 

The effects of graph use and distortion in the 
context of external financial reporting are largely 
unexplored. The limited findings available suggest 
that users' perceptions are affected by distortions 
(Taylor and Anderson, 1986). There are, however, 
a considerable number of experimental studies 
which focus on the effect of graph use on the 
decision-effectiveness of managers and auditors. 
The ‘rationale for these empirical studies arises 
from the identification of presentation format as a 
key information processing variable which affects 
the decision process (Libby and Lewis, 1977, pp. 
246—7). Recent findings indicate that the effect of 
graphical format is contingent upon decision task 
(Blocher, Moffie and Zmud, 1986; Sullivan, 1988; 
Kaplan, 1988; De Sanctis and Jarvenpaa, 1989; 
and Davis, 1989). 

The purpose of the present study is to conduct the 
first systematic empirical investigation of the use 
and abuse of graphs in UK annual reports. The 
three main research objectives are: (1) to establish 
the nature and extent of graph usage, (2) to identify 
and analyse instances of non-compliance with the 
principles of graph construction, and (3) to inves- 
tigate the relationship between the incidence of 
graph use and abuse, and measures of corporate 
performance. 

The remainder of this paper contains five sec- 
tions. In the first section we review the extant 
statistical graphics literature, in order to identify 
those principles of graph construction which have 
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a rigorous theoretical base. Section two provides a 
critical appraisal of studies which deal with the use 
of graphs in an accounting context and generates 
hypotheses. À brief outline of the methods used is 
given in section three. Our results are presented in 
section four, together with a discussion. The final 
section summarises and discusses the policy impli- 
cations of our results. 


Statistical graphics literature 


This literature recognises that graphs are used in 


two fundamentally different ways: to analyse data 
and to present/communicate information to an 
audience, In the present study, the primary func- 
tion of graphs in the annual report is taken to be 
the communication of information, and therefore 
it is only this branch of the literature which is 
considered in this section. Two phases in the devel- 
opment of the statistical graphics literature can be 
distinguished. Initially, principles of graph con- 
struction were inductively derived from practice; 
more recent studies have attempted to establish 
these principles within a rigorous theoretical frame- 
work. These recent studies introduce a distinction 
between the visual and cognitive tasks involved in 
the process of graph perception, a distinction 
which we argue is of particular importance where 
graphs are used for presentation rather than analy- 
sis. This section briefly reviews the relevant theory 
and empirical findings of these two phases. Much 
of the recent literature has not previously been 
introduced to the field of accounting. 

The statistical graphics literature emerged in an 
ad hoc, informal way in response to the need for 
higher standards of design. Although attention had 
been drawn to poorly designed and misleading 
graphs, appearing in a wide variety of publications, 
as early as the 1950s (Huff, 1954), it is only 
comparatively recently that the issues and prob- 
lems have received significant consideration. 
Gradually, a set of design and construction prin- 
ciples was derived from the distillation of best 
practice (Schmid and Schmid, 1979; Schmid, 1983; 
Tufte, 1983). The primary function of this set of 
principles was the ‘creation of a model or schema 
in the form cf a well-ordered and efficient graphic 
structure for the purpose of transmitting by visual 
communication a body of statistical data' (Schmid, 
1983, p. 3). 

The main :ypes of graph used in the communi- 
cation of quantitative information are line, bar/ 





?The label ‘bar graph’ is frequently applied to both bar and 
column graphs, however a meaningful distinction does exist 
(Schmid, 1983, p. 38) The bar graph is appropriate for 
comparisons of descriptively labelled, horizontally arranged, 
categories. The column graph is suitable for time series, with the 
columns arranged vertically. In this study, since the overwhelm- 
ing majority of graphs reflect time series, the term ‘column 
graph' is used throughout. 
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column, pie and pictorial? In each case, the funda- 
menta] principle of graph design is that the rep- 
resentation of numbers, as physically measured on 
the surface of the graph itself, should be directly 
proportional to the numerical values of the vari- 
ables being represented (Tufte, 1983, p. 56). We 
refer to violations of this principle as measurement 
distortion? The physical measure involved will 
depend upon the type of graph in use, viz., distance 
from origin (line graphs) height of column 
(column graphs). Violations of this fundamental 
principle can be measured by comparing the ratio 
of the size of the graphic effect with the size of the 
numerical effect, using Tufte's ‘lie factor’ (1983). 

Measurement distortion can be attributable to 
specific causes, such as a non-zero axis, a broken 
axis, or a non-arithmetic scale. These graphic 
techniques represent departures from a graph's 
basic structural characteristics—departures which 
the user may fail to notice and/or understand. In 
the case of line and column graphs (the most 
common types of graphs encountered), the basic 
structure comprises coordinate axes, formed by the 
intersection of two perpendicular lines. Each axis 
is scaled in equal units from the origin, and grid 
lines facilitate the accurate reading of the values 
represented. As comparisons are based on direct 
linear values it is essential to include a zero referent 
line, since ‘the origin of the two axes in Cartesian 
space is usually the same point’ (Kosslyn, 1989, 
p. 208). A broken axis or a non-arithmetic scale also 
results in distortion, since equal distances along the 
axis do not represent equal amounts (Schmid and 
Schmid, 1979). Measurement distortion need not, 
however, be attributable to a specific cause—the 
graph may simply not be constructed such that 

distance is proportional to numerical values. 
^ In recent years the growing use of computer 
graphics has served as a catalyst in the develop- 
ment of a theoretical framework for statistical 
graphics. Experiments in graphical perception have 
been conducted, which draw on the foundation 
disciplines of statistics, psychology, psychophysics 
and cartography. Formal theories of graphical 
perception have now been developed, in which the 
process of extracting quantitative information is 


characterised as consisting of visual and cognitive | 


tasks. Elementary visual tasks involve the percep- 
tion of slope (for line graphs) or distance (for 
column graphs), while the higher level cognitive 
tasks include reading scale values, performing 
mental calculations, and reasoning. 

Cleveland and his associates concentrate on the 
elementary graphical perception tasks, to which 





3Misperception due to non-compliance with the principles of 
graph construction may be caused by a number of factors other 
than measurement distortion, which may be collectively termed 
presentational distortion. These issues form the subject of a 
- Separate study by the authors. 
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they apply the theory of visual perception (see, for 
example, Cleveland and McGill, 1987). Extensive 
use is made of two laws from'sensory psycho- 
physics. These laws imply thatthe absence of 
common, aligned scales, with grid lines, will impair 
the judgement of magnitudes, and (that graphs 
requiring judgements of length can be expected to 
be more accurately perceived than those requiring 
judgements of area, volume, angles or slopes. 
These predictions are confirmed in experimental 
studies (Cleveland, 1985, ch. 4; Lewandowsky and 
Spence, 1989). 

Other writers have emphasised the higher level 
cognitive tasks in graphical perception to a greater 
extent, to which they apply theory froni cognitive 
psychology (Kosslyn, 1985, 1989; Simkin and 
Hastie, 1987). Kosslyn (1989) develops a scheme 
for analysing the communicative ,effectiveness of 
graphs at three levels: syntactic, semantic and 
pragmatic. The model focuses on the basic com- 
ponents of the graph (coordinate axes, labels, etc.), 
and specifies their interrelations at the various 
levels of analysis. Effective communication re- 
quires that the graph does not violate ‘acceptability 
principles’ at any of these levels. Kosslyn’s scheme 
for the evaluation of graphs is broader than that of 
Cleveland. 

Where the primary function of graphs i is presen- 
tation, we argue that the visual information pro- 
cessing of graphs is likely to be largely confined 
to the elementary visual tasks. In such circum- 
stances, the scales and labels of axes may not be ` 
thoroughly read and cognitively processed, and the 
final meaning conveyed will depend primarily on 
the visual aspects of the graph. The existence of 
measurement distortion thus becomes of prime 
significance. 


C 
The accounting context: hypotheses 
generation E 


To date most studies of the use of graphs in an 
accounting context have focused on their use in 
data analysis. However, a few writers have con- 
sidered the role played by graphs in the communi- 
cation of financial information to shareholders. 
The majority of these studies briefly allude, on the 
basis of casual empiricism, either to the increasing 
frequency of graphs within corporate reports (e.g. 
Mason, 1985; Wilkins and Lennard, 1988), or to 
the importance of graphs for good corporate de- 
sign (e.g. Martin, 1989), or to examples of graph 
abuse (see Introduction). In addition, a number of 
studies seek to identify general guidelines for graph ` 
construction from the informal statistical graphics : 
literature (Jarett, 1983; Anderson, 1983; and; 
Holmes, 1984). 

Taylor and Anderson (1986) develop and syn- 
thesise seven guidelines for the preparation of. 
graphs which are consistent with the financial: 
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statements. They also experimentally examine the 
effect of violations of these guidelines on percep- 
tions of company performance, using commercial 
bank loan officers. They conclude that faced with 
graphs distorted to give a more favourable im- 
pression, the loan officers' perceptions also became 
‘far more favourable’ (p. 127). Korol (1986) pro- 
vides a rigorous discussion of graph perception in 
the context of external financial reporting, intro- 
ducing the statistical graphics theory based on 
visual perception. 

We know of only three studies which conduct 
empirical investigations. First, Sugden (1989) pro- 
vides examples of a number of misleading graphic 
practices contained in UK annual reports. Second, 
Johnson, Rice and Roemmich (1980) examine fifty 
annual reports for the years 1977 and 1978 taken 
at random from the Fortune 500. Out of a total of 
423 graphs they identify 125 (29%) as being ‘im- 
properly constructed’. Their sample size is small, 
however, and they do not quantify the degree of 
measurement distortion. 

In the third and most authoritative study to 
date, Steinbart (1989) examines 319 annual reports 
for 1986 from the Fortune 500, finding that 252 
companies (79%) include graphs. He focuses on 
the quantification of measurement distortion in 
graphs of three key financial variables (sales, net 
income, and dividends) and relates this to the 
change in net income over one year. Based on 698 
graphs of these variables, he discovers an average 
measurement distortion of +11%. He also finds 
that discrepancies which are favourable to the 
company are significantly more likely to occur in 
the annual reports of companies which experience 
a decline in net income. 

Steinbart’s (1989) study is the first to quantify 
the extent of measurement distortion and investi- 
gate how corporate performance is related to the 
use of graphs and the incidence of measurement 
distortion.’His study does, however, have a num- 
ber of limitations. First, the use and distortion of 
sales and dividend graphs is related to the change 
in net income, rather than the change in the 
variable ‘being graphed. А priori, it is not clear 
which, if either, will be the dominant influence on 
the decision to use, or distort, graphs. Further, 
these indicators may move in different directions 
(e.g. sales increase combined with a decline in net 
income), in which case the relationships become 
confounded. Second, corporate performance is 
proxied using the directional change in net income, 
without taking into account the magnitude of the 
change. Third, by focusing on corporate perform- 
ance over one year only, the influence of the trend 


‚18 ignored. Finally, given the different business 


"environment, regulatory system and accounting 


practices found in the US (e.g. Carsberg, 1985; 
Nobes, 1987), different findings may emerge in a 
UK context. 
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Hypotheses 

Гост research hypotheses were developed from 
our ccnsideration of the statistical and accounting 
graph:cs literatures. These extend the approach 
adopted by Steinbart (1989). Hypotheses 1 and 2 
concern the use of graphs: 


Hypothesis 1: Graphs of key financial variables 
are more likely to be included in the annual 
reports of companies with ‘good’, rather than 
‘bad’, performance in terms of earnings per 
share and profit before tax as profit indicators. 


Hypothesis 2: Graphs of key financial variables 
are more likely to be included in the annual 
reports of companies with ‘good’, rather than 
*bad', performance in terms of the variable 
graphed. 


Hypotheses 3 and 4, developed with reference to 
the incormation manipulation literature, concern 
the effect and incidence of measurement distortion: 


Hypothesis 3: Measurement distortion is likely 
to give a more, rather than less, favourable 
por-rayal of the company's performance. 


Hypothesis 4: Favourable measurement distor- 
tion is more likely to occur in the annual reports 
of companies with ‘bad’, rather than ‘good’, 
performance in terms of the variable graphed. 


In testing these hypotheses, alternative time 
periods were examined (current year and five 
years), and alternative bases for classifying per- 
formance as ‘good’ or ‘bad’ were used (zero cut-off 
and comparison with average performance across 
the sample). 


Methods 


Sample Selection 

A sample cf 250 companies was taken from the 
largest (by market capitalisation) 500 listed UK 
companies as at 31 March 1989 (Stock Exchange, 
1989). Every second company was selected. Re- 
quests were made, by letter, for each company's 
1989 annual report. After extensive follow-up, ten 
compaaies were eliminated for a variety of reasons, 
leaving a sample of 240 annual reports.* 


Research Instrument 


A data collection sheet was designed with refer- 
ence to the statistical and accounting graphics and 
information manipulation literatures. It was then 
piloted and revised. Data on graph usage, aspects 





^The reasons for elimination from the sample were: annual 
report nct yet filed (one company), annual report not published 
as company is a wholly-owned subsidiary (one company), 
takeover (two companies), status changed to private company 
(one coripany) no trend data due to reorganisation (two 
companies), and non-respondents (three companies). 
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of graph design and construction, and company 
performance in terms of key financial variables 
were extracted. In particular, details concerning 
` the degree of measurement distortion and its 
specific causes were collected.? The data were then 
coded, and transferred to a database. Subsequent 
statistical analysis was conducted using SAS. 


Index of Measurement Distortion 


To facilitate our analysis of measurement distor- 
tion a graph discrepancy index was calculated (an 
adaptation of Tufte's lie factor first suggested by 
Taylor and Anderson, 1986): 


N 
Graph Discrepancy Index = E — t x 100%, 


where 


а —percentage change (in cms) depicted in 
graph, i.e. 


height of last column — height of first column 
height of first column 
x 100% 


b — percentage change in data. 


In the absence of measurement distortion, the 
index is zero. Positive (negative) values of the index 
indicate the percentage by which the trend in the 
data is exaggerated (understated) by the graph.‘ 
This interacts with the direction of the trend in the 
data to determine if the effect of the distortion is 
favourable to the company or not. The exagger- 
ation of an upward trend and the understatement 
of a declining trend both give more favourable 
impressions of a company's performance. 

An illustration of favourable exaggeration is 
given in Figure 1. Panel A is accurately plotted, 
while panel B overstates the increase in the data by 
25%. Inaccuracies of this type, resulting from 
inaccurate plotting, are greatly facilitated by the 
lack of a scaled vertical axis and/or grid lines. 
Other causes of distortion can frequently result in 
distortions of much greater magnitude. . 


Results 


The general pattern of graph use is shown in Table 
1: 189 companies (79%) use graphs, with 156 
(65%) graphing at least one key financial vari- 


5A copy of the research instrument is available from the 
authors upon request. 

It should be noted that this simple index of measurement 
distortion does not take into account the length of the time 
series graphed—a 25% distortion over two years is different 
from a 25% distortion over five years. There is no accepted 
method for dealing with this methodological problem. In the 
present study, however, since the majority (7296) of the key 
financial graphs cover five years with the remainder being split 
almost equally between shorter (13%) and longer (15%) time 
periods, this is not a particular problem. 
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able— defined as the four most frequently graphed 
financial variables (turnover, profit before tax, 
earnings per share (EPS), and dividends per share 
(DPS)). We distinguished between financial and 
non-financial companies in our sample, since there 
are inherent differences in the structure of their 
financial statements. Our results show that whilst 
both types of company are equally likely to use 
some form of graphs, financial companies are less 
likely to include graphs of the key financial vari- 
ables (y? = 11.31, p < 0.001). ү 

The total number of all types of graph, by type, 
is given in Table 2. Clearly column graphs are most 
popular. The average number of graphs contained 
in annual reports is 5.9, with the figuré rising to 7.5 
based on only those companies using graphs. Table 
3 analyses all the topics graphed in the annual 
reports in descending order of frequency. Apart 
from key financial variables, by far the most 
commonly graphed topic by non-financial compa- 
nies was segmental information for turnover and 
profit, the basis for segmentation being either 
business sector or geographical location. Piecharts 
showing the segmentation of an annual tofal were 
in many cases accompanied by time series graphs 
for the individual segments. The most common 
additional topic graphed by the financial compa- 
nies was the composition of their asset portfolios. 
Overall, the table illustrates considerable diversity 
in the choice of topics graphed by companies. For 
example, 14 out of 240 companies have graphed 
capital expenditure, yet these constitute'only 196 of 
the total number of graphs. Topics which consti- 
tuted less than 1.096 of the total have not been 
shown separately. ` 

From this point on, the discussion deals. exclu- 
sively with graphs of the four key financial vari- 
ables. Table 4 shows the types of graphs used for 
the key financial variables. The column graph is 
even more popular for this group of variables, 
representing 84% of all such graphs. The absence 
of pie graphs is due to their unsuitability for 
displaying time series. Chi-squared tests of the 
independence between the use of graphs and the 
classification of performance as ‘good’ orzbad' are 
reported in Table 5. In all tests, the relationship 
was in the expected direction. Column one of panel 
A indicates that the decision to use graphs of key 
financial variables is affected by 'good' perform- 
ance, measured as the direction of change in 
earnings per share (EPS), especially over the cur- 
rent year. To give a feel for the data underlying this 
x? test statistic of 18.80, we can report that of-the 
183 companies in the sample whose EPS increased 
over the current year, 7396 included graphs of at Р 
least опе key financial variable, whereas only 41% ‘ 
of the remaining companies, whose EPS decreased, ' 
did so. The strength of this relationship, measured . 
using the phi coefficient, is 0.28, indicating а, 
moderate association between the two variables. 
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Figure 1 c 
Illustration of Measurement Distortion 
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This association is significant at the 1% level based 
on the observed y? value of 18.80. 

The remaining columns in panel À reveal that 
for each of the individual variables (measured over 
one or five years), all associations are significant at 
the 195 level, with the one year results being 
marginally more significant. Tests were also run 
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Table 1 | 
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using profit before tax as a profit indicator—the 
results are marginally less significant and are not 
reported here. Hypothesis 1, which states that 
graphs of key financial variables are more likely to 
be included in the annual reports of companies 
with ‘good’ rather than ‘bad’ performance in terms 
of a profit indicator, is strongly supported. 


Use of Graphs in the Annnal Reports of 240 Large Listed UK Companies 


Non-financial 
companies (n = 172) 


Variable graphed 


Any financial or 


non-financial variable 
At least one key 

financial variable: 

turnover 

profit before tax 

earnings per share 

dividends per share 





Financial 
companies (n = 68) 


Total sample 
(n = 240) 


% 
78 


49 
13 
35 
28 
37 
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Table 2 
Distribution of Graphs by Type 
Type of graph 


Column 
Line 
Pie 
Other 
"Total 


Average per annual report (n — 
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240) 


Average per annual report of those ‹ 
companies using graphs (п = 189) 


Panel B of Table 5 investigates hypothesis 2, i.e. 
whether the inclusion of graphs of key financial 
variables is associated with performance in terms 
of the graphed variable, rather than a general 
profit indicator. Based on performance over the 
current year, significant associations exist except, 
surprisingly, in the case of turnover graphs. We are 
currently unable to offer any explanation for this 
result for turnover graphs. Based on performance 
over five years, the associations were marginally 
less significant, except in the case of turnover 
graphs where the association now becomes signifi- 
cant. Hypothesis 2 is supported. In general, the 
results reported in Table 5 suggest that the decision 
to use graphs is significantly associated with both 
earnings performance and the graphed variable's 
performance. The current year's performance 


Table 3 
„Analysis of Graphs by Topic 


465 key financial variables (in 27 cases 





is more significant than the trend over five 
years. . 

In the tests discussed above, performance was 
classified as ‘good’ or ‘bad’ based-on each com- 
pany’s position with respect to an absolute zero 
cutoff point. It seemed likely, however, that the 
magnitude of the performance indicators would 
also be relevant, assuming that management per- 
ceive their performance to be judged relative to 
other companies. In order to investigate this idea, 
we calculated the percentage change in each key 
financial variable over the current year, and used 
the median percentage change across the sample as 
a revised cutoff point. The median was used as the 
average measure, in preference to the mean, due to 
the highly skewed nature of the distribution. We 
then tested whether companies were more likely to 


two key financial variables were shown on 


the same graph) 

Segmented turnover (time series) 
Segmented profit (time series) 
Segmented turnover (non-time series) 
Segmented profit (non-time series) 
Asset portfolio analysis 

Market indices—stocks/shares 
Net asset value per share 

Share price 

Profit (various definitional forms) 
Shareholders’ funds 

Measure of market size 

Assets (various definitional forms) 
Return on sales 


Return on capital employed (various definitional forms) 


Dividends (various definitional forms) 
Capital expenditure 
Other 
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Table 4 m 
Type of Graph Used for Key Financial Variables 
E 


Profit 
Turn before 
DPS 


Type Total 
0, 


No. 


Column 
Line 
Pie 
Other 
Total 


use graphs when performance was above, rather 
than below, the median. The analysis was restricted 
to the current year, due to its superiority over the 
five year period in earlier testing. While the test 
statistics were again in the expected direction in 
every case, they were all of lower significance 
than in?Table 5, and most lacked significance at 
conventional levels (the detailed results are not 
reported here, but are available from the authors 
upon request). This analysis indicates that manage- 
ment primarily do not wish to show graphs dis- 
playing an absolute decline, and are less concerned 
with displaying relatively poor performance. It 
may be, however, that the relevant comparison 
should be ‘with industry averages, rather than 
with the average for the corporate sector as a 
whole. | 

Turning.to measurement distortion, Table 6 
shows the incidence of material distortions. A 
materiality level of 5% was selected based on the 
conclusions of Pany and Wheeler's (1989) review of 
materiality judgements, and Tufte's (1983) view 
that distortions in excess of 5% indicate 'substan- 
tial distortion, far beyond minor inaccuracies in 
plotting’ (p. 57). A total of 142 graphs (30% of the 
465 key financial variable graphs) show material 
discrepancies— 103 exaggerate, and 39 understate, 
the trend. The pattern is similar for each of the four 
key financial variables included in this analysis. 
Table 7 $hows the frequency distribution of the 
Graph Discrepancy Index scores pooled across the 
four variables. The mean score over the 465 graphs 
is + 10.7%. Based on only material distortions, the 
mean score rises to + 34.395. 

The 142 materially discrepant graphs were re- 
examined and the causes of discrepancy were ident- 
ified (two graphs had two causes). These causes are 
summarised in Table 8. Based on this inspection 
four observations can be made. First, the cause of 
the discrepancy is most frequently non-specific, i.e. 
'the graph is simply not drawn in proportion to the 
underlying numerical values. The absence of a 
scaled vertical axis and/or grid lines frequently 
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accompanies this type of distortion. Second, in 
twelve cases the trend in the variable over five years 
was in the opposite direction to the change in the- 
curren: year. Under these circumstances the effect 
of distortion on the portrayal of the company's 
performance is ambiguous. À non-zero or broken 
vertical axis will exaggerate an upward trend, but 
also exaggerate the decline in the final year. We 
therefore excluded these twelve graphs when test- 
ing hypotheses 3 and 4. Third, we recognise that 
unfavcurable distortions can be caused by graph- 
ing dificulties, arising from relatively small magni- 
tudes in the initial year. However to identify and 
exclude such cases would have involved arbitrary 
judgements which were not undertaken. Fourth, it 
can be argued that, where, for example, specific 
causes of measurement distortion exist which are 
clearly labelled (or explained by way of a footnote 
disclosure), misperceptions will not arise. However 
given our earlier argument concerning the domi- 
nance of elementary visual tasks in graphs used for 
presentation purposes, axes’ scales and labels may 
not be thoroughly read and cognitively processed, 
and therefore misperceptions will arise. Moreover, 
we found no inaccuracies explained by way of 
a footnote. Three examples of graphs showing 
material measurement discrepancies are given in 
the Appendix. These examples, drawn from our 
sample, are illustrative of the most frequent causes 
of discrepancies. 

Hypothesis 3 stated that measurement distortion 
is likely to give a more, rether than less, favourable 
portrayal of the company’s performance. Of the 
130 remaining graphs which were materially dis- 
torted, 98 exaggerated an upward trend (favour- 
able), one  understated a declining trend 
(favourable), and 31 understated an upward trend 
(unfavourable) The hypothesis was tested using 
the binomial test (Siegel and Castellan, 1988, pp. 
38-44) A one-tailed test was very significant 
(2 = 5.88, р < 0.00001), indicating that measure- 
ment distortions аге likely to portray а more 
favourable performance. Hypothesis 3 is sup- 
ported. 

Hypothesis 4 concerns the relationship between 
the company's performance and the effect of the 
distortion on its portrayzl. The median percentage 
increase over five years was used as a cut-off point 
for classifying performance as ‘good’ or ‘bad’ 
Where the performance of the variable graphed 
was bzlow the median, 79% of distortions were 
favourable; where the performance of the variable 
being graphed was above the median, 73% of 
distortions were favourable. This difference, 
though in the expected direction, was not signifi- 





"Hypothesis 4 was not tested using the zero cut-off to classify 
performance as ‘good’ or ‘bad’, since only one out of the 142 
cases of material discrepancies displayed a ‘bad’ performance 
(i.e. a declining trend). 
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Table 6 





Incidence of Materially Discrepant Graphs 
1 х Turnover 

Graph Discrepancy Index (GDI) No. % 
Material exaggeration of trend, 

ie. GDI > 5% 25 27 
Material understatement of trend, 

ie. GDI < —5% 5 6 
No material discrepancy 61 67 


Total 
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Key financial variable 


Prcfit 
before tax EPS DPS Total 
No. % No. % No. % No. % 
26 20 27 21 25 22 103 22 
9 7 14 HH l 9 39 8 
96 73 86 68 30 69 323 70 








E 


cant (y? = 0.211, p < 0.35 (one-tailed)), and hy- 
pothesis 4 is not supported. This lack of signifi- 
cance Is perhaps not surprising given our earlier 
finding that companies with poor performance are 
less likely to use graphs. 


Discussion 


Our results show that 79% of large UK compa- 
nies use graphs and most of these companies graph 
at least one key financial variable. There is strong 
evidence to suggest that the decision to present 
graphs of these variables depends upon the com- 
pany's short-term, i.e. one year, performance. This 
would seem-to furnish additional evidence to sup- 
port the view that UK. companies concentrate on 
short-term, rather than long-term, performance. A 
large number of graphs contain material inaccura- 
cies, and a significantly large proportion of these 
inaccuracies enhance the portrayal of the com- 
pany's performance, which suggests active manipu- 
lation ‘by those responsible for the preparation of 


Table 7 
Frequency Distribution of Graph Discrepancy In- 
dex Scores 
Graph^Discrepancy Index (%) % 
'GDI < —50 
—50 « GDI x —25 
—25 « GDI « —10 
—]0 «GDI < —5 
—5«GDI«5 
5 < GDI < 10 
JO € GDI < 25 
-25 < GDI < 50 
50 < GDI < 100 
100 < GDI 
Total 


15 
19 
323 
30 
30 
15 
12 
16 


465 


~ 
зле ваљан 


һа 
о 
о 


Mean GDI score (n = 465) = + 10.7%. 
Mean material GDI score (n = 142) = +34.3%. 





the graphs. This evidence of manipulation of pres- 
entation is supportive of, and complementary to, a 
numter of positive accounting studies which indi- 
cate that management uses accounting method 
choices to manipulate the content of financial 
staternents (summarised in Watts and Zimmerman, 
1986, ch. 11). It is also consistent with studies 
which suggest that management manipulates the 
quality of disclosures (Morton, 1974; Adelberg, 
1979). 

It is interesting to compare our UK results with 
those of Steinbart (1989). The general pattern of 
graph use is remarkably similar. In both countries 
79% of companies use graphs, with the numbers 
graphing at least one key financial variable varying 
little (UK, 65%; US, 66%), although it should be 
noted that Steinbart does not include EPS as a key 
finanzial variable. The average number of graphs 
per annual report was, however, found to be 
somewhat lower in the UK (UK, 5.9; US, 8.0). The 
incidence cf measurement distortion was also 
lower in the UK. Based on a 10% materiality 
threshold (to enable a valid comparison), 20% of 
UK graphs show discrepancies above this level 
compared with 26% in the US. However the mean 
Graph Discrepancy Index scores were highly com- 
parable (UK, +10.7%; US, +11%). In both 
countries the distortions tended to portray the 
company's performance more favourably. 
Although the majority of material distortions were 
overstatements of a rising trend, 31 of the 142 
distorted graphs understated a rising trend. Apart 
from random graphing inaccuracies there may be 
two 2xplanations for this. First, positive account- 
ing theory suggests that organisations with high 
political costs, relative to other contracting costs, 
will prefer to understate an upward trend. Investi- 
gaticn of this issue is outside the scope of the 
present study. Second, in some cases with steeply 
rising results, unfavourable distortions can be 
caused by graphing difficulties arising from rela- 
tively small magnitudes in the initial year. 

When interpreting our results it should be re- 
merr.bered that we used 1989 annual reports. This 
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Cause of Materially Discrepant Graphs of Key Financial Variables 


Cause 


Non-zero vertical axis 
Broken vertical axis 
Non-arithmetic scale 
Negative value truncated 


No. of 
companies 


No. of . 
graphs 


17 


Graphic distance not in direct proportion 
to the numerical values being represented 


Total 


was a year which saw the culmination of a period 
of general growth in corporate profits. In such an 
environment, the incidence of all forms of distor- 
tion can be expected to be minimised, since firms 
will already be reporting essentially favourable 
messages. 


Conclusion 


This paper conducts an empirical study of the use 
and abuse of financial graphs in large UK compa- 
nies. Its main findings are that (1) graphs are 
widely used, (2) companies with ‘good’ perform- 
ance are significantly more likely to use graphs, (3) 
measurement distortion is significant, and (4) the 
effect of measurement distortion is generally to 
portray the company’s performance more favour- 
ably. 

We therefore conclude that financial graphs are 
not fulfilling their potential for enhancing effective 
communication. The highly significant association 
between the incidence of graph use and a favour- 
able recent performance by the company, com- 
bined with the tendency for measurement 
distortion to portray the company’s performance 
more favourably, suggests that companies are ac- 
tively manipulating graphs contained in annual 
reports. This manipulation undermines the neu- 
trality of financial statements, which has long been 
recognised as an essential requirement of financial 
reporting (e.g. AICPA, 1973; ASSC, 1975; and 
IASC, 1989). 

These conclusions have important policy impli- 
cations. Currently there is no specific professional 
auditing requirement with respect to graphs. 
Auditors are merely required to ensure that ‘the 
credibility of the financial statements is not under- 
mined’, in accordance with the general requirement 
contained in the Auditing Guideline ‘Financial 
Information Issued with Audited Financial State- 
ments’ (1985). Given the high level of graph use, 
and the obvious difficulties in assessing whether or 
not credibility has been undermined, auditors’ 
responsibilities should be made more explicit. In 





addition, these issues are currently not addressed 
by accounting standards. We therefore believe that 
there is a need to develop specific guidelines which 
would enable both preparers and auditors to judge 
whether graphs portray financial information in an 
unbiased way. Such guidelines, covering selectivity 
in the use of graphs, and measurement and presen- 
tational distortion, could be developed from mod- 
ern statistical graphics theory and would be 
premised upon empirical studies into the actual 
practices of companies in their corporate financial 
statements. This paper, by investigating the use of 
graphs by UK companies, and by documenting 
evidence of the incidence of measurement distor- 
tion in key financial graphs, represents in our view 
an important first stage in the development of such 
guidelines. 
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Appendix. Illustrative Examples of Measurement Discrepancy 


Profit on ordinary activities TURNOVER 
before taxation rad 


1985 1986 1987 1988 1989 


425 49 > 





Source: Grampian Holdings plc, 
Annual Review and Accounts, Source: Higgs and Hill ple, 
1989. Report and Accounts, 1989. 3 








This graph shows a measurement This graph shows a measurement 
discrepancy of +112%, caused by discrepancy of 16175, caused by the 
the use of a non-zero axis. use of a broken axis. 5 








Dividends per share (pence) 


85 . 86 
Source: Midsummer Leisure plc, Annual Report and Accounts, 1989. 








This graph shows a measurement discrepancy of +86%. This is not attributable 
to any specific cause (the graph is simply not drawn in proportion to the 
underlying numerical values). 
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A Classification System for Economic 
Consequences Issues in Accounting 


Regulation 


John Blake* 


Abstract —This paper offers a classification system for economic consequences issues based on dividing perceived 
economic consequences issues into those that arise from decision making by users of accounts and those that arise 
from the mechanistic application of regulation or contracts. In order to test the system, twenty examples of economic 
consequence issues were selected (all of them relating to the UK or the Republic of Ireland) and subjected to three 
tests. The paper argues that the system proposed meets the tests. In addition implications for the definition of 


economic consequences are identified. 


Objectives 


The objective of this paper is to argue the case for 
a system of classification of 'economic conse- 
quences’ issues in accounting regulation. A selec- 
tion of twenty UK economic consequences issues 
is summarised in the appendix. The proposed 
system is tested in three ways: 


(a) By application to the sample, to see if the 
classification is workable. 

(b) By a comparison of identified categories with 
perceived outcomes, to see whether the sys- 
tem is relevant to policy making. 

(c) By consideration of the literature on econ- 
omic consequence issues, to see if the system 
throws any light on the debate. 


In addition, the implications of the proposed 
system for a definition of economic consequences 
are considered. 


Selection of examples 


Appendix 1 lists twenty examples of economic 
consequences issues which, it is argued, have arisen 
in debate over the formulation of accounting regu- 
lations in the UK since the establishment of the 
Accounting Standards Committee (ASC). In re- 
lation to each item there is summarised: 


(a) The issue involved. 

(b) The outcome. 

(c) How the issue would be analysed according 
to the system of classification here proposed. 





*The author is a lecturer in accounting, Business School, 
Loughborough University of Technology. 


ABR 22/88—B 


These items were selected by examining the discus- 
sions over the formulation of SSAPs in the UK. An 
argument was regarded as representing an econ- 
omic consequences issue in any instance where the 
argument related to the economic effects that a 
particular accounting approach might be expected 
to have. The inclusion of an example does not 
necessarily imply any acceptance that the related 
economic consequences would in fact occur. Thus 
example 5 quotes the argument that ‘a write off 
policy for development expenditure might lead to 
exaggerated share price fluctuations, , although 
given the evidence for UK market éfficiency this 
seems an unlikely outcome in practice. In some 
cases the outcome of an issue can be identified, and 
this has been stated wherever such a link can be 
demonstrated with reasonable evidence. | 

The examples are chosen from the debate relat- 
ing to SSAPs up to SSAP21 and generally relate to 
the first consideration of topics by the ASC, since 
this is the stage at which we might expect major 
economic consequences issues to emerge. Clearly 
there are some important subsequent UK issues, 
particularly relating to goodwill, merger account- 
ing, and brands, but since the ASC left outstanding 
exposure drafts on these issues that have not yet 
been taken up by the successor Accounting Stan- 
dards Board it is currently too early to judge 
outcomes. 

A problem with this method of choosing a 
sample of economic consequence issues is that, 
because the selection is made mainly from argu- 
ments raised in debate over specific proposals, the 
sample tends to emphasise resistance to proposed 
changes in accounting practice. As summarised in 
Table 1, fourteen of the samples relate to resistance 
to a change in practice, and only six relate to 
support for a proposed change. _ 
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Table 1 
Analysis of Examples 











Analysis by reference to perceived causes 


The system of analysis put forward here is by 
reference to the perceived causes of economic 
consequence issues. Figure 1 shows a breakdown 
of the suggested analysis. The three major cat- 
egories suggested are: 


(a) 


(b) 


Compliance[analysis costs. Any change in 
accounting requirements increases or reduces 
costs of compliance for companies. The 
change may affect analysts! costs in that 
increased disclosure may reduce costs of ob- 
taining that information from other sources 
or bearing risks of ignorance, while slightly 
increasing costs of processing the accounts. 
Reduced disclosure may have the converse 


‚ effect on analysts. Beaver (1978) points out 


that costs of increased disclosure require- 
ments are largely borne by companies and 
largely benefit the analyst community. One of 
our sample of issues falls under this heading. 
Mechanistic consequences. This term is used 
to refer to those economic consequences is- 


sues that arise because the flgures reported in 


Compliance | Analysis costs 
Change: Resisted (R) Proposed (P) 
Example 14 R 
Mechanistic Change: 
5 Resisted (R) 
Regulatory |Contractual Source of Regulation Proposed (P) 
Example 1 Regulatory Domestic government R 
Example 2 Regulatory . Domestic government R 
Example 3 Regulatory Foreign government R 
Example 4 Regulatory Domestic government R 
Example 6 Contractual — R 
Example 7 Regulatory Foreign gcvernment R 
Example 9 Contractual — P 
Example 16 Contractual = R 
Example 18 Regulatory Domestic government R 
Judgemental 
Change: 
Resisted (R) 
Micro | Масто Decision Maker Proposed (P) 
Example 5 Micro Shareholders R 
Example 8 Macro — P 
Example 10 Micro Banks P 
Example 11 Micro Management P 
Example 12 Macro — R 
Example 13 Macro — R 
Example 15 Macro — P 
Example 17 Micro Management R 
Example 19 Micro Government R 
Example 20 Macro — P 


the accounts ‘trigger off a mechanism that 
affects the economic position of the reporting 
entity. This category can be subdivided into 
two types of mechanism: 


(i) Regulatory. In this case the mechanism is 
devised and imposed by some regulatory 
body. Examples include governments 
basing tax assessments on reported figures, 
stock exchange regulators defining trans- 
actions requiring approval by sharehold- 
ers by reference to whether the amounts 
involved exceed a stated percentage of re- 
ported net assets, and price fixing bodies 
for public utilities basing permitted rates 
on reported return on capital figures. 
This sub-category can further be ana- 
lysed into a variety of regulating bodies. 

(ii) Contractual. In this case the form of the 
mechanism, and the machinery for en- 
forcement, is defined in a contract be- 
tween the company and some other 
party. An example that is frequently 
cited is that of the limitations on a 
company's borrowing powers found 
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both in the articles of association and in 
debenture trust deeds. Since each com- 
pany may have different contracts with 
different parties, this type of mechanistic 
economic consequence cannot be further 
analysed. 


(c) Judgemental consequences. This term is used 
to refer to those economic consequences is- 
sues that arise because of decisions taken by 
some readers of accounts in response to the 
information provided. These decisions fall 
into two broad categories: 


() At the micro level individual users of 
accounts may change their personal con- 
duct towards the company in some way. 
For example, an individual shareholder 
may be influenced as to whether to buy, 

: hold, or sell shares as a result of account- 

ing information. This type of issue can 
further be analysed into different types of 
decision maker. 
At the macro level it can be argued that 
the figures reported in the published ac- 
counts can produce economic conse- 
quences because a range of users are 
influenced in a way that affects the politi- 
cal, economic, and social climate. 
Although this kind of issue seems some- 
what vague, it can have a substantial 
influence on both accounting theorists 
and accounting regulators. 


Gi) 


One of the earliest examples is an argument offered 
by Schmidt (1931). He argued that historical cost 


Figure 1 
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accounts overstate profit in times of inflation and 
understate profit in times of falling prices, and that 
the consequent impact on both dividends and tax- 
ation worsens the effect of the trade cycle. Another 
example is shown by the German government's at- 
titude to inflation accounting. They have opposed 
any form of inflation accounting in Germany or, at 
one time, within the EC, because of fear that this 
would stimulate inflation (Kirkman 1991, p. 372). 
Issues of this kind cannot, by their nature, be at- 
tributed to any particular class of decision maker. 


Application of the analysis 


Table 1 summarises the application of this analysis 
to twenty examples. All categories are used, as 
follows: 


Compliance/Analysis Costs 1 
Mechanistic: 
Regulatory: 
Domestic Government 
Foreign Government. 


о pe 
luo e 


Contractual 


Judgemental: 
Micro: 
Shareholders 
Banks 
Management 
Government 
Macro 


е 
|ui in 


Perceived causes of economic consequences issues 


Compliance/ 
Analysis Costs 


Economic 


Consequences ——— — —— — —— ис 


/ 
М 


P d Regulatory 


Judgemental e 





Source of 
Regulation 


Contractual 


Micro ——————— Decision Maker 


Macro 
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The American Accounting Association's Commit- 
tee on International Accounting Operations and 
Education have suggested four fundamental 
principles of a good classification system (AAA, 
1977): 


і. The characteristics of the chosen classi- 
fication should be adhered to consistently. 
The suggested system meets that requirement 
in that all issues are analysed by reference to 
perceived causes. 

2. The subsets of a given system should be 
exhaustive, i.e. they should jointly cover the 
whole field. The suggested system demonstra- 
bly covers the sample of twenty items. The 
system could be tested further by application 
to issues drawn from other sources. 

3. The subsets of a system should be mutually 
exclusive. Application to the sample has not 
thrown up any instances of ambiguity, 
although the division of ‘judgemental’ items 
into ‘micro’ and ‘macro’ could involve a 
slightly hazy borderline. 

4. The system should preserve hierarchical in- 
tegrity. When applied to the sample of twenty 
items no difficulties have arisen for this sys- 
tem. 


Thus the suggested system appears to meet the first 
objective of being workable. 


Relation to perceived outcomes 


In the one ‘compliance cost’ issue in the sample the 
ASC showed sensitivity to the question and 
changed its course of action. 

Table 2 summarises the outcomes of the nine 
mechanistic issues. In eight out of nine issues 
responses were observed as follows: 


(a) The ASC communicates with the regulator. 
In both our examples of this the issues in- 
volved communication with domestic gov- 
ernment over tax issues. This approach is 
possible only for mechanistic-regulatory is- 
sues. Analysis by reference to regulating 
bodies is relevant since some bodies will be 
more approachable than others. 

The ASC seeks clarification of contract 
terms. This approach is relevant only to 
mechanistic-contractual issues. In example 
16 the ASC sought clarification both by 
talking legal advice and by seeking comments 
from affected parties. This process of clarifi- 
cation is complicated by the fact that econ- 
omic consequences issues normally apply to 
a number of companies each of which may 
have entered into a different form of con- 
tract. (For an exceptional example of such an 
item affecting one single company see Zeff 
and Johansson, 1984.) 


(b) 
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(c) The ASC issues a contentious requirement, 
and meets a response of non-compliance by 
affected companies. This outcome appears 
for example 3. This response is practical only 
in a situation, such as the UK, where the 
effective penalties for non-compliance are 
moderate or non-existent. 

The ASC responds to an economic conse- 
quences issue with a changed proposal. This 
response appeared to occur in four out of 
nine mechanistic issues. 


(d) 


These conclusions are necessarily tentative. Gorton 
(1991) reports on a US case where the SEC ap- 
peared to respond to political lobbying. Interviews 
with senior SEC officials indicated that in fact the 
SEC positively wished for the accounting rule 
change to be made and took advantage of the 
political lobbying to facilitate that change. 

Table 3 summaries the outcomes of ten judge- 
mental issues. In seven cases no observable out- 
come can be identified. Three apparent outcomes 
are observed: 


(a) The ASC communicates with the decision 
maker to ascertain how it is likely to respond 
to a change in accounting practice. This is 
practical only where the decision maker is an 
identifiable single party or small group, and 
therefore possible only for judgemental- 
micro issues. 
Companies seek to achieve the desired result 
by supplementary voluntary disclosure. The 
sample offers one example. Axelson (1975) 
discusses a number of others. This approach 
is applicable only to judgemental issues, since 
it cannot affect the basic reported figures that 
influence mechanistic issues. Harper & 
Harper (1988) offer an interesting example of 
how religious organisations in the USA have 
united to produce their own voluntary ac- 
counting code. 
(c) The ASC fails to respond to an issue and 
thereby allows an economic consequences 
effect to occur. 


(b) 


This analysis illustrates two points: 


(a) Certain types of outcome are possible only 
for certain categories of issue. This demon- 
strates the relevance of the suggested classi- 
fication system. 

(b) The ASC appears to have been more respon- 


sive tc mechanistic than judgemental issues. 


Alternate methods of classification 


Four other methods of classification which have 
been put forward are: 


(a) Selto and Neumann (1981) offer a classi- ` 
fication system based on an analysis of 


309 


AUTUMN 1992 


juouru12A0d3 
0819104 
ЗОЭШИЈӘлО8 
819104 
juouruJ123A08 
опзошод 
јиошилоло8 
onsouioq 
juouiu19A08 
onsouloq 
juouiu19A08 
onsoauroq 


(ssooous pened) 
^ 
^ 


я 
d 
я 
ч 
ч 
ч 
ua 
uA 
A 


amomo ansst 0] иоџор fo uonvjn3a4 fo аојојпвга yum (д) рггодола — иопојпдом — ојашоха 
ajquaaasqo apqpinqino 254n02 имо uompoifiapo 52100ипшшог — (Ww) pəisısoy ЈО aoanog 
ON aoupgdwoo-uoN ѕә8ируә 95у syaas JSV ISK | :гдирц) 


sanss] o2uonbosuo:;) 205тиецэәрдү JO вәшоззпсу 
с ALL 





310 
the outcomes of economic consequences 
issues. 

(b) Benston and Krasney (1978) suggest an 
analysis between ‘direct’ and ‘indirect’ issues. 

(c) Prakash and Rappaport (1976, 1977) identify 
a particular category of ‘information induc- 
tance’ issue. 

(d) Zeff (1988) identifies two ‘levels’ at which 


economic consequences considerations occur. 


Analysis by Reference to Effects 


Selto and Neumann (1981) drew a distinction 
between resource allocation and income distri- 
bution effects, and also consider that economic 
consequences could be classified according to the 
affected party. They construct a matrix based on 
these two types of classification, and demonstrate 
the effectiveness of their system for their stated 
purpose by revealing a number of neglected re- 
search areas. However this system of classification 
is less useful for practical purposes of policy mak- 
ing for two reasons: 


(a) The classification is difficult to apply in prac- 
tice. Selto and Neumann (p. 318) point out 
that resource allocation and income distribu- 
tion effects are likely to interact. In an ef- 
ficient market costs and benefits are likely to 
be spread across a range of affected parties. 
The classification system focuses on the out- 
comes of economic consequence issues. If we 
wish to understand and control the economic 
impact of accounting regulations, it seems to 
be more useful to consider a system of 
classification based on an analysis of causes. 


(b) 


An Alternative Classification of Causes 


Benston and Krasney (1978) suggest a classi- 
fication of economic consequence issues into 
‘direct’ and ‘indirect’. Direct effects are ‘those that 
clearly and rapidly affect the transfer of resources 


Table 3 
Outcomes of Judgemental Issues 


Change: 
Decision 
Maker 


Shareholders 


Banks 
Management 


Example Proposed (P) occurs 


Management 
Government 


МО р о ду Uw 


No response from ASC communicates 
Resisted (К) | ASG— consequence 
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among individuals, such as the amount of taxes 
paid' (p. 162). Indirect effects are 'those that 
change the way people view the economic status 
and progress of an enterprise and, as a conse- 
quence, affect their behaviour towards the enter- 
prise (p. 163). 

The definition of an indirect effect is similar to 
that of a judgemental issue. Benston and Krasney 
offer a number of examples of direct effects which 
suggest a similar nature to the mechanistic cat- 
egory. Benston and Krasney do not offer a specific 
example of a compliance cost issue, but pre- 
sumably these would also fall under the direct 
heading. 

Although the direct/indirect distinction is similar 
to the mechanistic/judgemental distinction, the two 
are not identical. For example, Benston and Kras- 
ney cite as an economic consequence issue resist- 
ance to the proposition that banks be required to 
write down debtor balances where contractual 
obligations are not being met. The issue arising is 
that such a requirement would reduce reported 
equity, and therefore reduce the maximum loan to 
any single borrower which in most of the states in 
the USA is limited to 1096 of the bank's reported 
equity. This is cited as an indirect consequence 
(p. 168) but would be classified as mechanistic 
under the system proposed in this paper. 


Information inductance 


Prakash and Rappaport (1977) offer the term 
'information inductance' to describe 'the nature 
and significance of the process whereby the infor- 
mation which the sender is required to communi- 
cate affects his behaviour' (p. 30). They argue that 
this situation arises both in external and internal 
financial reporting. In external financial reporting 
they argue that such a situation can arise because 
company management will be concerned with the 
ways in which users of accounts may respond to 
the information they are given. In terms of the 


No 
Voluntary | observable 
disclosure outcome 


with decision 
maker 
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classification system suggested here, information 
inductance is a judgement issue at the micro level 
with management as the decision maker. Example 
17 appears to come under this heading. This kind 
of issue arises because of the way in which manage- 
ment perceive accounting information being used. 
Prakash and Rappaport explicitly envisage infor- 
mation inductance issues arising irrespective of 
whether management are right or wrong in their 
predictions as to how accounts are used. ‘The 
feedback effects are anticipated—and at times con- 
jured up when they do not exist—by company 
management. These anticipations can lead to im- 
portant policy changes within the company’ 
(Prakash and Rappaport, 1976). Thus Prakash and 
Rappaport clearly envisage management as the 
decision makers responsible for information induc- 
tance type economic consequences and issues. 


Two Levels 


Zeff (1988) argues that economic consequences 
considerations occur at two levels: 


(a) ‘the effects of different accounting measures 
on explicit ties between contracts and the 
- financial statements’; 
(b) ‘effects predicated on perceptions’. 


Zeff's first level seems identical to the mechanistic- 
contractual category suggested in this paper. Zeff's 
second level is similar to the category of judge- 
mental. 


Relevance to the literature 


The third test of the proposed classification system 
is to consider whether it throws any light on the 
literature on economic consequences. This litera- 
ture is considered under three headings: 


(a) The issue as to whether an awareness of 
economic consequences justifies a ‘politicis- 
ation’ of the standard setting process, 
whereby an analysis of economic impact may 
influence accounting choices. 
The issue of ‘neutrality’, a convention which 
is seen as directly related to the legitimacy of 
allowing economic consequences to influence 
standard setting. 
(c) The issue of how an awareness of economic 
consequences issues should affect any evalu- 
ation of the standard setting process. 


(b) 


Politicisation 


The identification of economic consequences 
issues in the emergence of accounting regulations 
has led to three broad views on how standard 
setters should respond: 


— (a) One view is that this awareness leads to the 


conclusion that the political process of iden- 
tifying and, where possible, reconciling, 
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conficting economic interests is.as important 
to the accounting regulatory process as tech- 
nical analysis. 

A second view sees accounting standard set- 
ting as fundamentally a technical matter, but 
sees a need for an awareness of limitations on 
what is acceptable arising from economic 
consequences issues. 

A third approach is to insist that accounting 
standard setting should rest on technical 
grounds, and that to allow political consider- 
ations to determine standard setting under- 
mines the usefulness of accounting. 


The first view is represented by Gerboth (98) 
who argues: 


(b) 


(c) 


In the face of conflict between ршн inter- 
ests, rationality as well as prudence lies not in 
seeking final answers but rather in compro- 
mise—essentially a political process (p. 479). 


Similarly Horngren (1973) argues that 


the setting of accounting standards is as much 
a product of political action as of flawless logic 
or empirical findings (p. 61). 


The second view is put forward by Zeff (1978): 


While some observers might opt for determining 
accounting standards only with regard to their 
consequences for economic and social welfare, 
the FASB would surely. preside over its own 
demise if it were to adopt this course and make 
decisions primarily on other than accounting 
grounds. (p. 63). 


Zeff argues that standard setting should rest 
‘chiefly’ on technical considerations but that if ‘a 
political resolution ...imposed by outside forces’ 
is to be avoided the FASB ‘must also study—and 
be seen to study—the possible adverse economic 
and social consequences of its proposed actions’. 


Similarly Rappaport (1977) identifies two ex- 
treme approaches to standard setting: 


(a) A ‘conceptual framework strategy’ whereby a 
conceptual framework gives authority to 
definitive technical ‘solutions’ to accounting 
problems. This carries the danger that 
affected parties will appeal to the legislature 
to overrule private sector standard setters. | 
An ‘economic impact strategy’ whereby the 
FASB ‘would incorporate considerations of 
potential economic impact into its formal 
deliberation process’ (p. 94). Again, a danger 
is seen here that private sector standard 
setters do not have the ‘social legitimacy’ to 
enforce such social choices. 


(b) 


Rappaport therefore opts for a ‘mixed strategy’ 
combining development of a conceptual frame- 
work with an assessment of economic impact. 
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The third view is supported by Solomons (1978) 
who argues that accountants should seek to be 
neutral in the same way as map making: 


The criterion by which rules are to be judged is 
not the effect which they may or may not have 
on business behaviour. It is the accuracy with 
which they reflect the facts of the situation. 


Similarly Solomons (1989) argues that the pro- 
vision of a ‘level playing field’ is ‘precisely what 
accounting standard setting is all about’ (p. 37). 
Stamp (1980) also argues that ‘the purpose of 
accounting is to provide measures that are free 
from bias; leaving it to the user to decide how the 
information is to be interpreted’ and adds that the 
result of any other policy is that ‘the credibility of 
the information being supplied is lost or damaged’. 
However, Stamp goes on to argue that ‘standard 
setters will be wise to make an assessment of the 
likely consequences of a proposed standard if they 
are to avoid unnecessary trouble for themselves 
and for the community after the standard is is- 
sued’. This is not so as to amend the standard, but 
in order to make the standard watertight in the 
face of attempted avoidance. 

Within each of these three broad views there is 
a need for analytical tools to help understand how 
economic consequences issues are likely to work. 
The classification system considered here offers 
such an analytical tool. We have seen that a variety 
of ‘solutions’ to economic consequences issues 
other than responding with a changed accounting 
standard are possible, and that the ‘solutions’ 
available vary depending on the category of issue 
involved. Thus this classification system appears 
relevant to the whole spectrum of views on the 
validity of allowing economic consequences issues 
to influence accounting standards. 


Neutrality 


The IASC have offered the following definition 
of neutrality: 


To be reliable, the information contained in the 
financial statements must be neutral, that is, free 
from bias. Financial statements are not neutral 
if, by the selection or presentation of infor- 
mation, they influence the making of a decision 
or judgement in order to achieve a predeter- 
mined result or outcome (1989, para. 36). 


Stamp (1980) identifies the neutrality concept as 
being directly opposed to allowing economic con- 
sequences issues to influence accounting standard 
setting. He argues that to do so is to ‘turn account- 
ing into an instrument of fiscal, economic, or social 
policy’ (p. 61 para 47). Thus any discussion of the 
neutrality concept is bound up with a consider- 
ation of economic consequences issues. It might be 
said that economic consequences is the opposite 
side of the coin from neutrality. 
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Our distinction between ‘judgemental’ and 
‘mechanistic’ consequences throws an interesting 
light on some discussions of the neutrality concept. 
Thus the IASC’s definition of neutrality cited 
above states that financial statements are not neu- 
tral if they aim to ‘influence the making of a 
decision or judgement, ie. take into account 
‘judgemental’ economic consequences. However, 
the definitian fails to take a position on the issue 
of whether or not it is acceptable to take into 
account ‘mechanistic’ economic consequences. 
Similarly, Solomons (1978) argues for neutrality 
on the basis that unless information ‘is as neutral 
as accountants can make it, it is difficult to see how 
it can be relied on to guide behavior’. 

Again, the argument addresses the question of 
‘judgemental’ consequences that arise when ‘be- 
haviour’ is ‘guided’, but does not consider the issue 
of whether a ‘neutral’ approach to accounting 
regulation best suits the regulatory and contractual 
uses of accounts that lead to ‘mechanistic’ econ- 
omic consequences. 


Evaluation of Accounting Regulation 


Peasnell (1982) has argued that in response to an 
awareness of economic consequences issues, 
*...the tendency among academics to judge the 
output of the accounting policy making bodies by 
some absolute standard of truth or private utility 
has greatly diminished’. An analysis of the causes 
of economic consequences does, however, provide 
us with an alternative standard by which to ident- 
ify inconsistencies. For example, we might ques- 
tion why, in example 1, the UK government was 
willing to amend tax law in order to facilitate the 
issue of an accounting standard, but in example 6 
they were unwilling to amend their contractual 
conditions for the same objective. 


Definitions of Economic Consequences 


A number of definitions of economic consequences 
include a reference to the perceived causes of such 
issues. Thus Zeff (1978) offers the definition: 


By ‘economic consequences’ is meant the impact 
of accounting reports on the decision making 
behavior of business, government, unions, in- 
vestors and creditors. It is argued that the 
resulting behavior of these individuals and 
groups could be detrimental to the interests of 
other affected parties. (p. 56). 


This definition focuses on what have been 
classified as ‘judgemental’ issues in this paper. By 
contrast Whittred and Zimmer (1988) offer the 
following implicit definition: 


Our discussion serves to illustrate two points: 


1. property rights/sharing rules in many private 
contracts are defined over accounting 
numbers. 
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2. Changes in the rules/standards for calcu- 
lating these numbers can effectively redis- 
tribute wealth between the parties to the 
contracts. 


These wealth transfers—the economic conse- 
quences of accounting method choice—are ulti- 
mately the source of the incentive to possess 
financial rule making authority, or at least 
to influence the deliberations of rule-making 
bodies. (p. 10). 

Here, economic consequences are defined by 
reference to what in this paper have been classified 
as mechanistic— contractual issues. 

Holthausen and Leftwich (1983) offer the fol- 
lowing definition: 


Accounting choices have economic conse- 
quences if changes in the rules used to calculate 
accounting numbers alter the distribution of 
firms’ cash flows, or the wealth of parties who 
use those numbers for contracting or decision 
making. (p. 77) 


The reference to ‘contracting or decision mak- 
ing’ appears to embrace our categories of ‘judge- 
mental’ and ‘mechanistic—contractual’. 

Bloom and Ahmed Naciri (1990) observe that 
‘The significance of the subject of economic conse- 
quences in financial reporting has been largely 
based on the assumption of naive users of financial 
reports and inefficient capital markets’ (p. 44). 
Of the selection of 20 economic consequences 
examples considered here, only ten are 'judgemen- 
tal’, relating in any way to the response of users, 
and only one out of twenty is directly attributable 
to shareholders and therefore related to the 
efficiency of capital markets (see Table 1). 

The analysis offered in this paper points to a 
definition of economic consequences that specifi- 
cally identifies the full range of potential causes 
and thereby sensitises interested parties to this rich 
variety of factors. Alternatively, an acceptable 
definition might leave the whole question of causes 
open. 


Conclusion 


The above discussion suggests that a system of 
analysis of economic consequence issues by refer- 
ence to perceived causes: 


(a) appears to be workable; 

(b) can be related to potential outcomes; 

(c) is relevant to the literature on the subject; 
and 

(d) influences the composition of a compre- 

hensive definition of the topic. 


On this basis the classification system is put 
forward as being both practical and useful. 
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Appendix 
Examples of Economic Consequences Issues 


Example 


Number Торіс Issue 


1 Stock and WIP ED6 proposed that the 
cost of stock should be 
computed on a full 
absorption basis. Some 
companies expected this to 

: result in an increased ` 
opening stock figure, and 
feared that this increase 
would be taxable. Thus 
the economic consequence 
would be a ‘one-off’ 
increase in the tax burden 
on some companies (ASC 
1975). 





2 Stock and WIP _ ED6 proposed that long 
term contract work in 
progress should be valued 
at cost plus attributable 
profit less foreseeable 
losses. For companies 
which had previously 
valued such work in 
progress at cost there 
would be an initial ‘uplift’ 
in the valuation of such 
work in progress, and 
these companies feared 
that this would be taxable. 
Thus the economic 
consequence would be a 
‘one-off’ increase in the 
tax burden on companies. 
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Solomons, D. (1978), "The politicisation of accounting’, Journal 
of Accountancy, November, pp. 65-72. 

Solomons, D. (1989), Guidelines for financial reporting stan- 
dards, Institute of Chartered Accountants in England and 
Wales. 

Stamp, E. (1980), ‘Corporate Reporting: dts Future Evolution, 
Canadian Institute of Chartered Accountants. 

Westwick, C. (1980), "The lessons to be learned from the 
development of Inflation Accounting in the UK', Accounting 
and Business Research, Autumn, pp. 353-372. 

Whittred, G. and Zimmer, I. (1988), Financial Accounting, Holt 
Rinehart and Winston. 

Wright, D. (1977),‘£125m will be cost of ED 18 states ICMA’, 
Accountancy Age, 24 June p. 4. 

Zeff, S. A. (1978), 'The rise of economic consequences', Journal 
of Accountancy, December pp. 56-63. 

Zef, S. A. (1988), ‘Setting accounting standards—some lessons 
from the US experience’, Accountant’s Magazine, January, 
pp. 20-22. 

Zeff, S. A. and Johansson, S. E. (1984), ‘The curious accounting 
treatment of the Swedish government loan to Uddeholm', 


Accounting Review, April, pp. 342-350. 


Outcome 


The ASC held discussions 
with the Inland Revenue 
on the tax implications of 
ED6, following which the 
Inland Revenue issued a 
statement that such 
increases would not be 
taxable. The Inland 
Revenue's statement was 
based on an existing note 
on this topic (reported in 
The Accountant, 17.11.62, 
pp. 648-649) and the only 
element of concession in 
their statement was the 


.acceptance that an 


accounting standard 
constituted ‘good reason’ 
for a change in the basis 
of stock valuatioa. 


The ASC held dizussions 
with the Inland Revenue 
on this matter. The Inland 
Revenue insisted that the 
uplift must be taxed. 
However the Inland 
Revenue did concede that 
companies could be 
allowed to compute profit 
for tax purposes on 
existing contracts on the 
old basis, the new basis 
only being applied to new 
contracts from the year of 
change in accounting 
policy onwards. This 
concession did not reduce 
the total tax burden, but 
did give cash flow benefits 
(ASC 1975). 


Classified as: 


A mechanistic consequence 
attributable to regulation 
by domestic government. 
The matter was settled by 
the ASC communicating 
with the Inland Revenue 
to clarify the position. 


A mechanistic 
consequence, attributable 
to regulation by domestic 
government. The ASC 
communicated with the 
Inland Revenue, but was 
only partially successful. 
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Stock and 
WIP 


Depreciation 
of Buildings 


In SSAP 9 the ASC 
rejected LIFO as a 


: method for computing 


the cost of stock. This 
caused problems for 
UK companies with 
US subsidiaries, 
because under the IRS 
regulations in force at 
that time if the LIFO 
figures from US 
subsidiaries were not 
included in the group 
accounts then the US 
tax benefits of using 
LIFO would be lost. 
Thus the economic 
consequence would be 
an increased US tax 
burden on these 
companies. 


ED15 proposed that all 
companies should be 
required to provide for 
depreciation on all 
properties. Property 
companies objected 
that the provision of 
depreciation on their 
properties would 
Seriously limit their 
ability to pay 
dividends, because of 
the reduction in their 
distributable reserves. 
Their distributable 
reserves tend, in any 
case, to be artificially 
low because of a 
tendency for realised 
Bains on investment 
properties to be 
transferred to a 
non-distributable 
reserve, for tax 
purposes. Milnes and 


Tillet (1978) explain the 


problem in detail. Thus 
the economic 
consequence would be 
a reduction in 
dividends, and severe 
damage to the property 
market generally. 


It appears that a 
number of UK 
companies decided not 
to comply with SSAP 9 
on this matter. The 
1977 survey of 
published accounts, 
based on 300 major ОК 
companies, showed 11 
companies incorporated 
LIFO figures from US 
companies in the group 
accounts. The 1978 
survey continued to 
show 11 non-compliers, 
but in 1979 the number 
dropped to 4. The 
survey explains: 'Seven 
companies changed to 
the FIFO method in 
their group accounts 
now that the US 
Internal Revenue 
Regulations permit this 
basis to be used 
without penalty'. 


The ASC excluded 
investment properties 
from SSAP 12, and 
eventually issued SSAP 
19 which prescribes 
regular revaluation of 
investment properties 
and does not require 
the provision of 
depreciation on them. 


A mechanistic 


consequence, 


attributable to 
regulation by foreign 
government. A number 
of companies avoided 
the problem by 
non-compliance with 
SSAP 9. 


A mechanistic 
consequence, 
attributable to 
regulation by domestic 
government, which is 
responsible for 


‘legislation on 


distributable profits. . 
The matter was settled 
by the ASC reacting to 
intense lobbying by 
affected parties with a 
new standard. 


continued overleaf 


315 





316 


Appendix—cont. 


Research 
and 
Development 


Research 
and 
Development 


Deferred 
Tax 


One of the arguments 
put forward while the 
ASC were formulating 
a standard on Research 
and Development . 
supported a deferral 
approach on these 
grounds: "The 
stabilising influence on 
profits will minimise 
share price fluctuations 


which might otherwise . 


result from wide profit 
fluctuations.’ (Batty, 
1976, p. 156) Thus the 
economic consequence 
expected was that share 
prices would react 
directly to accounting 
policy changes. 


ED14 proposed a 
blanket write-off 
requirement for all R 
& D expenditure. At 
that time UK 
regulations on 
government contracts 
meant that defence 
contractors could only 
earn a return on 
capital tied up in 
development 
expenditure if that 
expenditure was 
capitalised in the 
balance sheet. Thus the 
economic consequence 
of this proposal would 
have been to reduce 
profits on defence 
contracts. 


The deferral method of 
computing the deferred 
tax liability has enjoyed 
some support in the 
UK because it is 
required practice in the 
US. Thus the economic 
consequence of a 
requirement to use the 
liability method (as 
now required in SSAP 
15) could be an 
increase in accounting 
costs for companies 
involved both in the 
US and the UK, as 
discussed in Blake 
(1991), p. 135. 
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There is no evidence 


~ that the ASC reacted 


to this view and no 
evidence of SSAP 13 
having any influence on 


_ Share prices. Such a 


crude market reaction 
seems intuitively 
unlikely, quite apart 
from the evidence for a 
UK efficient market in 
at least the semi strong 
form. 


The ASC replaced 
EDI4 with EDI7, 
which prescribed 
deferral of recoverable 
development 
expenditure, and 
eventually in SSAP 13 
permitted a choice of a 
write-off or a deferral 
approach. Eccles and 
Lifford (1979) identify 
this issue as a reason” 
for the ASC's 
approach, while Hope 
and Gray (1982) 
explore the lobbying 
process in depth. 


Both SSAP 11 and the 
original SSAP 15 
permitted either the 
deferral method or the 
liability method to be 
used 


A judgemental 
consequence, at the 
micro level, based on 
shareholder decisions. 


A mechanistic 
consequence, 
attributable to contract. 
This is not classified as 
attributable to 
government, because in 
this case government 
was acting as a 
contracting party rather 
than in a regulatory 
role. The outcome was 
a change in the ASC’s 
stance. 


A mechanistic 
consequence, 
attributable to 
regulation by a foreign 
government. 
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One of the arguments 
used against a full 
deferral approach to 
deferred tax was that 
the accumulation of 
large deferred tax 
balances might lead to 
political pressure to 
nationalise companies. 
Thus The Accountant 
reported Mr. David 
Howell MP as saying: 
The proponents of 
state intervention could 
see the accumulating 
tax liabilities on 
company balance sheets 
and observe: “These 
things are coming our 
way: we see real 
reasons, if these 
companies carry such 
huge liabilities, why 
they should come 
under state ownership". 
(24 June 1976) The 
immediate economic 
consequence would 
have been a transfer of 
wealth between 
individuals and the 
state, with countless 
secondary 
consequences. 


Opponents of the 
requirements in SSAP 
11 to make full 
provision for potential 
deferred tax liabilities 
pointed out that 
compliance with the 
Standard would put a 
number of companies 
in breach of their 
borrowing powers. 
Thus the potential 
economic consequence 
would be to force a 
number of companies 
into partial repayment 
of the borrowings. 
Hope and Briggs (1982) 
highlight the 
particularly dramatic 
impact of SSAP 11 on 
some industries. 


The ASC did move 
from a full to a partial 
deferral approach, but 
the influence of this 
particular factor on 
their thinking is not 
known. 


The ASC withdrew 
SSAP 11 and in SSAP 
15 prescribed a partial 
deferral approach. 
Sharp (1979), speaking 
with the authority of a 
former head of the 
accounting service, cites 
this as an example of 
the ASC reacting to an 
economic consequence 
issue. 


A judgemental 
consequence at the 
macro level. 


A mechanistic 
consequence, 
attributable to the 
contract embodied in 
the Articles of 
Association. The ASC 
responded by changing 
their requirements. 
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10 


Inflation 
Accounting 


A wide range of 
potential economic 
consequences have been 
claimed to arise 
because users have 
difficulty in interpreting 
historical cost accounts 
in times of inflation. 
One such claim came 
from the “Wilson 
Committee’: In making 
their judgement 
concerning the 
soundness or otherwise 
of corporate customers 
applying to them for 
loans, banks come up 
against all the 
difficulties—and added 
risks—inherent in the 
interpretation of 
accounts based upon 
the basis of historic 
costs.’ (Committee to 
Review the Functioning 
of Financial 
Institutions, HMSO, 
1980, p. 84) 


One of the objectives 
claimed by ED 18 was. 
that a requirement to. 
produce CCA 
published accounts 
маша lead to wider 
use of CCA for 
management 
accounting purposes. 
Specifically the 
preamble to ED 18 
States: ‘The system of 
current cost accounting 
described in the 
exposure draft will help 
to provide such 
information in the 
management accounts 
of companies and in 
their published annual 
accounts.' The 
potential economic 
consequence of 
continuing to use 
historical cost accounts 
was spelt out by the 
IASG: ‘As long as 
industry uses historical 
costs for management 
accounts, it may 
unknowingly undercost 
with dangerous 
consequences for the 
business.” 
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The UK accounting 
profession has 
continued to find it 
impossible to formulate 
a widely accepted 
inflation accounting 
system. The outcome in 
relation to this 
particular problem is 
not identifiable. 


There is no identifiable 
outcome here. Archer 
and Steele (1984) found 
that companies which 
enthusiastically adopt 
CCA are also more 
likely to use CCA 
internally, but that 
there is not invariably 
a connection. 


A judgemental 
consequence at the 
micro level, based on 
decisions made by the 
banks as lenders. 


A judgemental 
consequence at the 
micro level, with 
management as the 
decision maker. 
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12 


13 


14 


Inflation 
Accounting 


Inflation 
Accounting 


Inflation 
Accounting 


An argument used 
against any system of 
inflation accounting has 
been that this would 
institutionalise 
inflation, and thereby 
help to perpetuate it. 
Thus Mr. Martin 
Haslam, when 
proposing his successful 
resolution against 
current cost accounting 
to the ICAEW, stated: 
‘Governments cause 
inflation, and it is up 
to the Government to 
reduce inflation 
through control over 
money supply and its 
own spending,’ (quoted 
in Accountancy, August 
1977, p. 4). 


One factor leading to 
UK. government 
distaste for CPP 
accounts in the 1970s 
has been indentified by 
Westwick (1980) as 
follows: ‘One school of 
thought would have 
preferred to remain 
with historic cost 
accounting. It felt 
uneasy that indexation 
in accounts might 
cause people to 
question the value of 
money, undermine the 
money illusion, and 
enhance inflationary 
expectations at a time 
when it was felt 
necessary to restrain 
increases in prices and 
incomes.' Thus the 
economic consequence 
of CPP accounting was 
perceived as the 
encouragement of 
inflation. 


One argument used 
against the ED18 
proposals for a system 
of current cost 
accounting was that the 
costs of compliance 
would be excessive. 
Based on a survey of 
members the ICMA 
estimated annual costs 
at £125 m (at 1977 
prices) (Wright, 1977). 
Thus the economic 
consequence was seen 
as a heavy financial 
cost for business. 


No identifiable 
outcome. 


In the early 1970s the 
UK government had 
left the accounting 
profession to develop a 
system of inflation 
accounting. When the 
ASC put forward 
proposals for a CPP 
system the Government 
changed this position, 
setting up the 
Sandilands Committee 
on inflation accounting. 
The terms of reference 
included: ‘the need to 
restrain inflation in the 
UK’. Some observers 
have suggested that the 
choice of committee 
members was carefully 
designed to lead away 
from a CPP approach 
(Myddelton, 1981). 


In May 1977 the IASG 
proposed, in response 
to these criticisms, to 
simplify ED18. Costs 
of implementation were 
mentioned in 183 out 
of some 750 comments 
submitted on ED18, as 
reported by Westwick 
(1980). ED24, which 
replaced ED18, was 
considerably simplified. 
The ASC, in replying 
to criticism of ED18, 
had promised 
simplification. 


A judgemental 
consequence at the 
macro level. 


A judgemental 
consequence at the 
macro level. 


Attributable to 
compliance costs. The 
ASC adapted their 
proposals in the light 
of this. 
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15 Inflation 
Accounting 

16 Leasing 

17 Leasing 


In their evidence to the 
Wilson Committee the 

London Clearing Banks 
discussed the failure of 


. conventional accounting 


methods to recognise 
the banks' need to 
maintain their ‘real’ 
capital base, so that in 
times of inflation bank 
profits appear 
abnormally high. They 
observed: ‘The 
over-statement of the 
banks’ profits under 
conventional methods 
is of more than 
academic significance... 
public attention is usually 
focused on the crude 
trend in the banks’ pre- 
tax profits with the result 
that public hostility on 
thesubject ofbank profits 
is almost inevitable at a 
time of inflation’ (The 
London Clearing 
Banks, 1977, p. 168). 
The precise economic 
consequence was not 
defined, but was 
presumably expected to 
arise from some 
manifestation of this 
‘public hostility’. 


In ED29 the ASC 
referred to the 
possibility that the 
capitalisation of finance 
leases might cause an 
adverse effect on 
company borrowing 
powers, if the 
obligations under 
finance leases were to 
be regarded as a form 
of borrowing. 


In ED29 the ASC 
referred to the 
argument that a 
requirement to 
capitalise finance leases 
might inhibit 
companies from 
entering into such 
agreements, because of 
the loss of the 
attractions of ‘off 
balance sheet’ finance. 
The economic 
consequence would be 
a change in the ways 
that asset acquisition is 
financed and, possibly, 
some reduction in 
investment in new 
plant. 
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In the Finance Act 
1981 a special tax was 
imposed on bank 
profits. This was widely 
regarded as a response 
to public hostility to 
the reported level of 
bank profits. 


The ASC took legal 
advice and were 
advised that generally 
capitalisation of finance 
leases would not affect 
borrowing powers. 
However borrowing 
power clauses would 
vary from company to 
company, so that this 
general advice might 
not be applicable in 
every case. 


In the US 
Abdel-Khalik (1981) 
found that, to some 
extent, such 
consequences did 
follow from a similar 
set of requirements in 
FAS 13. No UK study 
has yet examined 
whether SSAP21 has 
had a similar effect 


A judgemental 
consequence at the 
macro level. 


A mechanistic 
consequence, 
attributable to contract. 
The ASC endeavoured 
to clarify the regulatory 
Situation by taking 
legal advice. 


A judgemental 
consequence at the 
micro level, based on a 
decision by 
management. 
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18 


20 


ABR 22/88—C 


: Leasing 


Value 
Added 
Statements 


ED29 on leasing 
included a paragraph: 
*By reason of the law 
at present obtaining in 
the Republic of 
Ireland, this exposure 
draft is not intended to 
apply to financial 
statements prepared or 
audited in the Republic 
of Ireland.” 


In ED29 the ASC 
considered the 
possibility that in 
response to any 
requirement to 
capitalise finance leases 
the UK tax authorities 
might change the tax 
rules to give capital 
allowances on leased 
assets to the lessee 
instead of the lessor. 
Thus the prospective 
economic consequence 
was a change in the 
corporate tax burden. 


Advocates of the 
inclusion of a value 
added statement in the 
published accounts 
have argued that 
presentation of such a 
statement helps to 
break down the 
‘adversary’ attitude in 
industrial relations. Thus 
the perceived economic 
consequence of 
presenting such a 
statement is an 
improvement in 
employee performance. 


In the Irish budget in 
1984 the tax benefits of 
leasing were effectively 
removed, so that 
accounting practice on 
leasing would no 
*onger have any effect 
on the tax position. 
Prior to this change, 
the accounting 
profession had made 
representations to the 
Trish government to 
amend the law so that 
the tax benefits of 
leasing would not be 
lost as a result of 
capitalisation. There 
was some feeling in the 
Trish business 
community that, by 
drawing attention to 
current practice, these 
representations may 
have led to this change 
in tax law. (Reported 
in Accountancy Age, 
16.2.84, p. 1) 


The ASC corresponded 
with the Inland Revenue 
and were informed that 
the publication of an 
accounting standard on 
leasing would not in 
itself lead to any change 
in the tax treatment of 
leased assets. This very 
limited assurance left it 
open for any accounting 
standard on leasing to 
have an influence on 
government thinking on 
any review of tax law. 
The ASC argued that: 
‘It is fair to assume that 
the UK treasury and 
government would take 
into account the possible 
economic consequence 
of any change in rules 
before deciding upon 
such a change.’ 


A number of 
companies present 
value added statements 
on a voluntary basis. 
In correpondence with 
managers Gray and 
Maunders (1980) found 
that improvement in 
industrial relations was 
a major benefit expected 
to arise. There is no 
evidence as to how 
effective the value added 
statement is in achieving 
this objective. 


A mechanistic 
consequence, 
attributable to 
regulation by 
Government. In that, 
prior to the change in 
tax law, the ASC were 
willing to exempt Irish 
companies from the 
scope of a leasing 
standard, it can be 
argued that the ASC 
responded to this 
problem by adapting 
their position. 


A judgemental 
consequence at the 
micro level, with 
government as the 
decision maker. The 
ASC attempted to 
clarify the position by 
communication with 
the decision maker. 


A judgemental 
consequence at the 
macro level. In order 
to pursue the desired 
economic consequence 
a number of companies 
have resorted to 
voluntary disclosure. 
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Financial Ratio Covenants in UK Bank Loan 


Contracts and Accounting Policy Choice 


David B. Citron* 


Abstract—The attitudes of lending bankers to the use of restrictive ratio covenants in loan contracts are of 
importance to both corporate management and accounting policy makers. Such attitudes also underly research 
linking costly contracting with accounting policy choices. This paper reports a survey of 33 UK lending bankers. 
It analyses their views on (a) the extent of ratio covenarts in UK bank loan contracts and factors with which their 
presence is most likely to be associated; (b) costs that may be imposed on borrowers violating such covenants or 
expecting to do so; and (c) the ability of borrowers to avoid such costs by appropriate choice of accounting methods. 
Respondents indicated that ratio covenants are widely used, particularly for loans in excess of £1 million and with 
companies that are relatively highly geared. ‘High cost’ penalties such as loan acceleration are most likely to be 
adopted where no prior warning has been given of a covenant breach. Where prior warning has been given, or where 
a breach is due to an acquisition, waivers and contract renegotiation are more likely responses. Breaches caused by 
new SSAPs cause few real costs to borrowers, while just under 6095 of respondents indicate they may take no action 


in response to a voluntary accounting method change. 


Introduction 


The use of financial ratio covenants (FRCs) in debt 
contracts is an important example of the economic 
significance of accounting numbers. The presence 
of such covenants may affect the financing 
methods and/or the accounting policies adopted by 
borrowers. However, the influence of FRCs will 
depend, in part, on management’s expectations of 
lenders’ reactions to covenant violations or near 
violations. 

Research investigating the relationship between 
the presence of FRCs and issues such as account- 
ing method choice and the impact of mandated 
policy switches has rested on the assumption that 
covenant breaches are indeed costly (Duke and 
Hunt, 1990, p. 47; Watts and Zimmerman, 1990, 
p. 151). However, this raises questions such as 
whether default, or indeed contract renegotiation, 
is always costly; what factors affect this likelihood; 
and what form such costs take. This study ad- 
dresses these matters by soliciting the views of 
those who would typically impose such costs, 
namely lending bankers. 

The paper investigates the use of FRCs in 
private lending agreements (ie. bank loan con- 
tracts) in the UK. It documents, for the first time, 
the extent of FRC use in UK bank loan agree- 





*The author is lecturer in accounting, City University 
Business School. He wishes to thank R. J. Taffler, J. Haslam 
and an anonymous referee for their helpful comments on earlier 
versions of this paper. 





ments. Systematic evidence is provided of UK 
bankers’ perceptions of the costs imposed on cus- 
tomers in various cases of FRC breach. Of particu- 
lar importance, bankers’ views are sought on the 
likely effectiveness of a voluntary change in ac- 
counting method as a means of avoiding default. 


Literature review 


A major section of the literature to date has drawn 
on the contracting theory framework to explore 
relationships between the presence of restrictive 
debt covenants and issues of accounting method: 
choice. Two areas of special concern are the impact 
of a change in generally accepted accounting prin- 
ciples on firms with such covenants (e.g. Leftwich, 
1981; Lys, 1984) and the nature of voluntary 
accounting method choice among firms with debt 
covenants (e.g. Dhaliwal, 1980; Holthausen, 1981; 
Bowen et al., 1981; Lilien and Pastena, 1982; Daley 
and Vigeland, 1983). While the strength of their 
findings varies, these studies demonstrate that a 
highe- debt/equity ratio is associated with the 
adoption of income increasing accounting 
methods. Christie's (1990) meta-study analyses the 
results of a number of previously published papers 
on an aggregate basis. He concludes that leverage, 
interest cover and dividend constraints have signifi- 
cant explanatory power with regard to accounting 
method choice. 

The above studies are taken to confirm ‘the 
covenant-based hypothesis’ (Watts and Zimmer- 
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man, 1986), namely that the closer a company is to 
a specific restrictive covenant, the more likely it is 
to use accounting methods that will help prevent it 
breaching that covenant. Watts and Zimmerman 
point out, however, that actually testing such a 
hypothesis entails extracting details of companies' 
specific restrictive covenants. As this is often not 
feasible, the 'simple debt equity hypothesis' is 
substituted, namely that the larger a company's 
debt/equity ratio the more likely it is to adopt 
income increasing accounting methods. In effect, a 
high debt/equity ratio is used as a proxy for being 
close to breaching a covenant. Thus the studies 
cited above have, either exclusively or predomi- 
nantly, tested the proxy hypothesis. This proxy 
hypothesis, however, may not always represent a 
good substitute for the covenant-based hypoth- 
esis. 

Recent research has gone some way towards 
addressing the assumptions underlying the *simple 
debt equity hypothesis' by investigating the extent 
to which high levels of leverage proxy for the 
presence of FRCs and for closeness to violating 
their restrictions. However, the assumption that 
covenant violations are costly, which also underlies 
the above mentioned research, does not appear to 
have received the same attention. 

FRCs are found to be widespread, although not 
universal, in public debt agreements (Duke and 
Hunt, 1990) and both private and public debt 
agreements (Frost and Bernard, 1989; Press and 
Weintrop, 1990)? The Duke and Hunt and the 
Press and Weintrop studies also find that leverage 
proxies for the presence and the restrictiveness of 
some but not all FRCs. Malitz (1986), seeking to 
test the 'costly contracting hypothesis' that finan- 
cial contracts can increase a company's value (see 
Smith and Warner, 1979), finds positive associ- 
ations between the presence of certain accounts 
based covenants and both high financial leverage 
and smaller firm size. McDaniel (1986) finds that 
only one third of Fortune 100 companies have 
dividend restrictions in their public debt indentures 
and that the trend is to include them less fre- 
quently. 

Ali these studies examine actual FRCs but do 
not provide details of how accounting items such 
as leverage are defined. However, Smith and 








'Holthausen (1981) did include some results relating to 
companies deviating from specific leverage constraints, and 
Bowen et al. (1981), Daley and Vigeland (1983) and Lys (1984) 
introduced firms' levels of unrestricted retained earnings as a 
variable. 

2Thus Zimmer (1986) finds a relationship between interest 
capitalisation and leverage among Australian real estate 
developers in the absence of bond covenants due to the nature 
of cost plus pricing contracts. 

3Deakin (1989) notes that changes in accounting method 
could have an impact on firms with no accounts based 
covenants as they may be concerned about the costs of raising 
capital in the future. 
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Warner (1979) in the US, and Whittred and Zim- 
mer (1986) and Stokes and Leong (1988) in Aus- 
tralia analyse detailed accounting definitions as 
used in public debt agreements, as do Leftwich 
(1983) and El-Gazzar et al. (1989) for private US 
debt agreements. Of particular interest in the con- 
text of mandated accounting method changes, 
both Leftwich, and Whittred and Zimmer find 
that, as a general principle, contracts tend to 
incorporate the accounting methods in force at the 
date of monitoring (‘rolling GAAP’) rather than 
those that were in force at the date the contract was 
instigated (‘frozen GAAP’). As a result, Leftwich 
concludes that ‘the expected costs of an inadvertent 
contract breach when GAAP is changed are lower 
than the monitoring and record-keeping costs 
associated with frozen GAAP’ (p. 36). 

There has been little investigation of FRC usage 
in term loan contracts outside the US. The degree 
of attention devoted to ratio covenants in standard 
UK legal texts (e.g. Wood, 1989; Penn et al., 1987; 
Lingard, 1988) does provide indirect evidence of 
widespread FRC use. However, there is only a 
cursory reference to FRCs in The Encyclopedia of 
Forms and Precedents (Walton, 1986; see Vol 4, 
paragraph 167). 

With regard to the other fundamental issue 
underlying the ‘simple debt equity hypothesis’, viz. 
that of the costliness of covenant violation, per- 
haps the most comprehensive insights are to be 
found in the descriptive/prescriptive writings of 
practitioners. In the US, Zinbarg (1975) describes 
negative covenants as ‘checkpoints that permit the 
lender to review proposed actions by the bor- 
rower’. A similar philosophy has been expressed in 
the UK by Donaldson (1988), and by Donaldson 
and Donaldson (1982). In Zinbarg’s experience, at 
least 95% of requests to modify negative covenants 
are granted with no quid pro quo. With specific 
regard to the effect of changes in accounting 
principles, Fogleson (1978) distinguishes between 
public and private debt agreements. While in the 
former case ‘the results can be disastrous’, in the 
latter case, defaults are, in his view, waived with 
relative ease. | 

Research into the costliness of covenant 
breaches adopting the ‘simple debt equity hypoth- 
esis’ has only sought to test the hypothesis that 
breach of a public debt agreement is costlier than 
breach of a private agreement, but with inconclu- 
sive results. Among other research into this issue, 
Abdel-Khalik (1981), in his study of lease account- 
ing, finds somewhat differing perceptions as to 





4The rationale for this hypothesis is that public debt issues 
will involve a greater number of parties and renegotiation of 
such contracts may be subject to regulatory requirements. 
In this respect, syndicated bank loans, which may involve a 
large number of banks from a variety of countries, bear some 
resemblance to public debt issues. 
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whether it would be costly for lessees to seek 
waivers of covenant violations resulting from lease 
capitalisations. While auditors and user groups, 
including bank loan officers, thought that such 
waivers would not be costly, preparers were unsure 
(p. 276). MacArthur (1988) in his analysis of 
corporate comments on UK Exposure Drafts finds 
mixed expectations on the part of borrowers as 
to whether the proposals in ED 29 (Accounting 
for Leases and Hire Purchase Contracts) would 
affect them adversely due to loan agreement 
covenants. 

Regarding the issue of voluntary accounting 
method choice, neither lenders’ nor borrowers’ 
perceptions of the feasibility of avoiding FRC 
breaches by appropriate accounting method 
choices appear to have been addressed in the 
literature to date. El-Gazzar et al. (1989) find that, 
while the accounting definitions used in a sample 
of private debt agreements give management the 
latitude to avoid default through use of off-balance 
sheet finance, non-accounting-based covenants 
specified in the loan agreement provide a more 
effective restriction of such activity. 

This research seeks to extend the insights ob- 
tained from the above mentioned works by carry- 
ing out a systematic survey of lending bankers’ 
views on the likely costs they would impose for 
covenant breaches and the scope for avoiding such 
costs through appropriate accounting method 
choice. 


Research instrument 


Both the extent to which FRCs are included in 
loan contracts and the manner in which a banker 
deals with covenant violation аге issues which 
are subject to strenuous negotiation between 
banker and customer (Slater, 1982; Donaldson and 
Donaldson, 1982). 

Earlier studies of the impact of changes in 
generally accepted accounting principles have been 
market based and those examining voluntary ac- 
counting method choice have tested for association 
with various features of the companies concerned, 
such as financial structure and size. Both these 
approaches have examined for regularities at an 
aggregate level and hence were not designed to 
shed light on the complex nature of the banker- 
customer relationship alluded to above. 

In this study a predominantly structured postal 
questionnaire was used as being most appropriate 
for eliciting views on the use of FRCs of one party 
to this negotiation process, viz. those of the lending 
banker (Kerlinger, 1973, p. 411). A preliminary 
questionnaire was piloted with four senior bankers, 
a banking lawyer and a senior technical partner in 
a Big Eight accounting firm in the latter part of 
1988. Follow-up in-depth interviews were then held 
with these respondents to clarify the issues to be 
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investigated, draw out new issues and ensure use of 
correct terminology. The survey was conducted in 
Autumn 1989. Its objective was to explore lending 
bankers’ perceptions of the situations in which 
FRCs are more likely to be used, their attitudes to 
various instances of covenant violation, and their 
views on the likely effectiveness of changes in 
accounting method as a means of avoiding 
covenant breach. It is acknowledged that the find- 
ings do not therefore provide direct evidence on the 
actual cases in which FRCs would be used nor 
necessarily on how bankers would actually react to 
a situation of breached covenants.° 


Respondents 


The potential respondent population was identified 
as consisting of those banks most likely to be 
actively engaged in corporate term lending and 
having experience of the use of FRCs. Fifty banks 
were identified and telephone contact made with 
each to seek agreement to participate, confirm the 
relevance of the questionnaire to their lending 
activity and locate the most appropriate person in 
the organisation to ensure that questionnaire re- 
sponses would capture organisational policy. 
Fifty-three questionnaires were despatched. With 
the exception of the largest institutions only one 
questionnaire response could validly be obtained 
from any one organisation. This is because overall 
institutional policy predominates in key decisions 
relating to covenant breaches. Four large lending 
institutions did, however, provide two responses 
each since the two respondents in each case dealt 
with corporate customers of very different sizes. 
Non-response was followed up initially by tele- 
phone and then, if necessary, by writing. Thirty- 
three usable questionnaires were returned. 
Table 1, Panel A provides an analysis of re- 

sponse rate, showing that the effective response 





*See the Appendix to this paper for a summary of the 
questionnaire. À copy of the questionnaire is available from the 
author on request. The final form of the questionnaire defined 
its scope to respondents as not relating to specialised forms of 
lending such as project loans, cr lending to specialised sectors 
such as shipping, property, aerospace or energy. The reason for 
this was that the special factors that are often relevant to these 
forms of lending could not be accommodated into the general- 
ised questionnaire being used. The findings reported here 
therefore do not relate to these areas of lending. | 

*These comprised: (i) all eight members of the Committee of 
London and Scottish Bankers plus two other British clearers 
engaged in corporate term loans; (ii) all four members of the 
Northern Ireland Bankers' Asscciation; (iii) nine of the sixteen 
UK merchant banks that comprised the Accepting Houses 
Committee as at December 1988 plus one other leading 
merchant bank; (iv) the 26 US, Canadian, Australian, French, 
German and Swiss banks listed in The Banker (November, 
1988) as having over 200 UK employees (this being used as the 
only available indicator of size). 
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Table 1 
Sample Composition 
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Panel A: Questionnaire Response Analysis 


Total sample population of lending institutions 
Not prepared to participate 

Questionnaires despatched 

Non-response* 

Questionnaires returned 

Not usable 

Usable questionnaires 


No. of 
Institutions 
Represented 


50 
E 
49 
19 
30 
d 
29 


No. of 
Questionnaires 


Response rate (institutions providing usable responses as 


a percentage of the total sample population) 
*Reasons for non-response: 

Confidentiality 

Level of relevant lending too low 

Lending only secured 

Lending too specialised 

No reasons given 


58% 


[ББ — to ка 


Panel B: Respondents by Type of Institution 


UK and Irish clearers 
UK merchant bankers 
US banks 

Other overseas banks 


rate was 58% of the 50 institutions identified.’ 
Panel B analyses the respondents by type of organ- 
isation. UK and Irish clearers and merchant banks 
contributed 70% of the respondents, with overseas 
banks making up the remainder.’ 


Empirical results 


Prevalence of FRCs in Bank Loan Contracts 

In the US details of individual companies’ public 
and private debt contracts are disclosed in reports 
filed at the Securities and Exchange Commission 
and in Moody's Industrial Manual, although de- 
tails may be costly to extract. No such systematic 
disclosures are made in the UK. The purpose of 
this section, therefore, is to analyse bankers' views 
on the extent of use of FRCs in UK bank loan 
contracts and on the types of companies and loans 
with which their presence is more likely to be 
associated. 





7The response rate among the UK institutions was 79.2% 
and among US banks 63.6%. 

*Six respondents (18%) designated themselves as director, 
16 (48%) as manager and six as vice-president. 


Institutions 
Represented 
No. 


13 


Respondents 


6 
7 
3 


Ее = 


29 





The questionnaire was designed to investigate 
factors related to wealth transfer to owners and 
asymmetric information. The likelihood that FRCs 
are used to limit the risk of wealth transfer from 
lenders to owners is captured in the questionnaire 
by the following four proxies: 


(a) size of loan; 

(b) borrower's financial leverage; 
(c) term of loan; 

(d) presence of security. 


The first three factors are hypothesised to be 
positively related with the presence of FRCs. The 
larger a loan, the greater the potential wealth 
transfer that can occur. The higher is the leverage 
and the longer the term of the loan, the greater is 
the likelihood of financial distress prior to repay- 
ment. The presence of security is expected to be 
negatively related to the use of FRCs since security 
limits owners' wealth transfer gains. 

The use of covenants to compensate for the 
asymmetry of information between owners and 
lenders is proxied by: 


(a) company size; 
(b) public company status. 
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Table 2 
Percentage of Loan Agreements which Typically 
Contain FRCs According to the Size of the Loan 


Secured 
Loans 


Unsecured 
Loans 
Mean 


28% (n212) 42% (n— 10) 
53% (n=18) 62% (n=16) 


Size of Loan 


Under £250,000 
£250,000— 
£1 million 


Over £1 million 67% (n = 32) 73% (n = 30) 


The differences between the smallest (under 
£250,000) and. largest (over £1 million) size 
categories are significant using the Mann-Whitney 
U-test, one-tailed: 

For secured loans at the 0.5% level 

For unsecured loans at the 2.5% level 


Notes: 


1. One respondent did not answer this question. 
n< 32 in certain loan categories due to some 
respondents not lending in those categories. Thus 
the results for each loan category are based only 
on the responses of lenders actually lending in that 
category. 

2. Respondents were asked, for each type of 
loan, to indicate the percentage of agreements 
containing FRCs by specifying one of six response 
categories, viz. 0-5%, 6-35%, 36-65%, 66-95%, 
96-100% or ‘not involved in loans of this size’. 
The mean percentages in the Table have been 
calculated by reference to the mid-points of the 
various response categories. 





Both these factors are hypothesised to be nega- 
tively associated with the use of FRCs, since larger 
companies and public companies are assumed to 
have higher levels of disclosure and therefore 
asymmetric information is less of a problem. 


Loan Size and Security 


Respondents were asked to indicate what per- 
centage of both secured and unsecured loan agree- 
ments with which they were involved contain 
FRCs. Table 2 reports the results. For both se- 
cured and unsecured loan agreements there is a 
statistically significant difference in the expected 
direction, using the Mann-Whitney U test, between 
the stated median likelihood of a loan under 
£250,000 containing FRC as compared with a loan 
of over £1 million. However, while the mean 
likelihoods of FRCs being used were higher, as 
expected, for unsecured as compared with secured 
loans in all three size categories, the null hypothesis 
of no difference in the use of FRCs between 
secured and unsecured loans could not be rejected.? 





УОпју three respondents stated that they used FRCs more 
frequently when lending secured than when unsecured. 
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Leverage and Term 


Respondents were asked whether they were 
more likely to include FRCs in a loan contract 
when a customer's gearing was high (‘about 75% 
of comparable companies having a lower 
debt/equity ratio’), low (‘about 75% of compar- 
able companies having a higher debt/equity ratio’) 
or if gearing made no difference. Twenty of the 33 
respondents (61%) stated that they were more 
likely to include FRCs for a company in the top 
gearing quartile, indicating an association in the 
expected direction between gearing and the pres- 
ence of FRCs."° This result has implications for the 
‘simple debt/equity hypothesis’. This is because, in 
the context of UK experience, the ‘simple’ hypoth- 
esis may be upheld not because a high debt/equity 
ratio proxies for closeness to breaching a covenant 
but rather because the higher a company’s debt/ 
equity ratio the more likely are FRCs to be incor- 
porated in its loan contracts in the first place.!! 

Regarding term of loan, the questionnaire asked 
respondents whether FRCs were more likely to be 
used for shorter term loans (1—5 years), longer term 
loans (over 5 years) or whether term of loan was 
not a factor taken into account. Twenty-four of 32 
respondents"? (75%) stated that the term of a loan 
is not a factor affecting the likely presence of 
FRCs. A sizeable minority of respondents (25%), 
however, stated that they would be more likely to 
include FRCs in loan contracts where the term of 
the loan exceeds five years. As expected, no respon- 
dent would be more likely to include FRCs for a 
shorter than a longer term loan. 


Company Size and Public vs. Private Status 


To test the hypothesis that bankers use FRCs to 
compensate for information asymmetry between 
owners and lenders, respondents were asked 
whether FRCs were more likely to be used if the 
borrower were a large public company (‘sales of 
about £1 billion’), a small public company (‘sales 
of about £100 million’) or whether size made no 
difference. Twenty of 30 respondents’? (67%) 
stated that company size, as measured above, is not 
a factor. However, as for term of loan, a substan- 
tial minority (30%, 9 respondents) stated that they 
are, as expected, more likely to include FRCs when 





The 95% confidence interval for this response lies between 
44% and 78%, siggestive of the likelihood that high gearing is 
relevant for the inclusion of FRCs, for a substantial proportion 
of bankers. No respondents stated that FRCs were more likely 
when gearing is low. 

" Duke and Hunt (1990) conclude that, while high leverage is 
related to both the existence of and closeness to violating 
retained earnings restrictions, it is only related to the existence 
of working capital and net tangible asset covenants but not to 
their restrictiveness. 

" One respondent did not answer this question as it only dealt 
with loans over five years. 

5 Three respondents did not deal with companies in both size 
categories. 
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the borrower is ‘small’. Of these nine, five cited the 
fact that borrowers as a rule dislike FRCs, and the 
larger ihe company, the more able it is to avoid 
their inclusion. In terms of contracting theory, this 
can be seen as large companies having less need to 
use covenants to prevent lenders price-protecting 
themselves. The information asymmetry hypoth- 
esis was further tested by asking respondents 
whether FRCs were more likely to be used in the 
case of a public company with sales of about £100 
million, with a similarly sized private company or 
whether this distinction made no difference. In 
93% of responses,' company status was stated 
not to be a relevant factor, indicating that this 
may be a poor proxy for the degree of information 
availability as far as lending bankers are 
concerned.!® 


Costs to borrowers of covenant violations 


Bankers use FRCs as checkpoints that enable 
them, as providers of term debt, to review the 
borrower’s situation and take appropriate action 
should there be a change in the nature of the 
underlying risk. The questionnaire was designed to 
explore four key scenarios in which a banker could 
be called upon to reassess his relationship with his 
customer in this way. 

Figure 1 contains the descriptions of each of 
these scenarios as contained in the questionnaire. 
The ‘prior warning of breach’ scenario is included 
because term lenders generally expect their cus- 
tomers to warn them in advance of expected ratio 
covenant violations." The ‘breach due to acqui- 
sition’ scenario takes account of the fact that 
proposed takeovers are a frequent cause of ex- 
pected FRC breaches and these would clearly be 
situations in which bankers would need to re- 
evaluate the underlying risk." The case where 
violation is caused by a change in generally ac- 





^ Alternative research frameworks, such as those based on 
negotiation strategies and bargaining power (see for example 
Murnighan and Bazerman, 1990) may shed additional light on 
this issue. 

151 = 30 as three respondents did not deal with both types 
of company. 

'6As а further point of interest, 25 of the 33 respondents 
(76%) stated that they are currently (i.e. in 1989) using FRCs 
to a greater extent than they did five years ago. 

This point is confirmed by Donaldson and Donaldson who, 
in their discussion of events of default, state: ‘Lenders should 
not find out that a ratio covenant has been broken from a study 
of the company's annual report; having been warned in advance 
of the possibility, they should be notified as soon as the breach 
becomes inevitable and invited to discuss the actions to be 
taken. A bank is much more likely to be willing to extend its 
facilities if it feels that the borrower has a grasp on the situation 
and that it can rely on its forecasts.’ (1982, pp. 163-4). 

The pilot survey confirmed the importance of these two 
scenarios. 
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cepted accounting principles is encompassed in the 
‘breach due to new accounting standard’ scenario. 
Finally, ‘breach shown by accounts’ is included as 
a base case for comparison purposes. 

In all cases of covenant violation, or expected 
violation, a variety of options is available to the 
lender. The ultimate value of covenants to the 
banker lies in the fact that their breach normally 
constitutes an event of default.? However, whilst 
this is a clear statement of the lender's legal rights, 
Donaldson and Donaldson (1982, ch. 7) argue that 
often the immediate effect should not be so ex- 
treme. Where appropriate, FRCs should enable. 
the lender to assist a customer in difficulties in a 
timely and positive way and should open up a 
two-way flow of information between the bank and 
customer. The range of options, not necessarily 
mutually exclusive, available to the lender, can 
be summarised under four main headings as fol- 
lows: 


(a) Demand immediate repayment 
To demand immediate repayment of the 
loan, or to reserve the bank's right to recall 
the loan at any time which has the effect of 
converting the loan to being repayable on 
demand. These options are clearly high-cost 
from the borrower's viewpoint. 

(b) Renegotiate 
To renegotiate key terms in the loan contract. 
Thus, to protect its position, the bank may 
impose costly restrictions upon the borrower 
such as requiring additional security or im- 
posing capital spending limits. However, it 
should be noted that non-costly contract 
renegotiations could also take place such as 
the relaxation of FRC levels. 

(c) Waive 
To waive the breach, either temporarily or 
unconditionally. 

(d) Require additional information 
To impose additional information require- 
ments upon the borrower. 


The questionnaire was designed to explore 
bankers' views on the issues raised in the four 
scenarios of Figure 1. For each scenario, respon- 
dents were asked to state the likelihood of their 
adopting various alternative lines of action. The 
results therefore indicate the perceived likelihood 
that any particular option may be adopted rather 
than the actual likelihood that it would. Further- 
more, because it is not known how many cases of 
covenant violation respondents had dealt with in 
practice, their responses are best understood as 








?*Financial covenants are given ‘teeth’ by linking them to an 
event of default clause, which is intended to enable the lender to 
demand repayment as early as possible whilst there is still some 
prospect of the borrower being able to meet the demand.’ (Penn 
et al., 1987, p. 109). 


328 ACCOUNTING AND BUSINESS RESEARCH 





Figure 1 
Description of scenarios in questionnaire 


(i) Breach shown by accounts 


*. .. the case of a customer whose accounts actually show a material non-technical breach of a FRC, 
e.g. due to a real deterioration in the company's balance sheet.’ 


Prior warning of breach 


*..the case of a company whose financial director contacts you two months before the company's 
financial year-end. He informs you that there is a high probability that the accounts for the current 
year will show his company to be materially in breach of a FRC, due to a deterioration in the company's 
performance. The management accounts for the first nine months show the company to be close to its 
FRCs but not yet in breach.’ 


Breach due to acquisition 


*. .. the case of a customer who is finalising arrangements for an acquisition. Existing loan agreements 
contain no restriction on such acquisition activity. However, the financial director informs you that this 
acquisition will result in a large increase in gcodwill on the consolidated balance sheet and hence the 
customer will find itself materially in breach of a number of its existing FRCs. Owing to a planned 
programme of asset disposals, however, the company expects to restore 3ts financial ratios to their 
current safe levels within the next three years.’ 


Breach due to new accounting standard 


*. . . the case of a customer involved in a material technical breach of a FRC caused solely by the issuing 
of a new accounting standard (SSAP). The new standard has required the customer to change its 
methods of accounting so that reported profits are now lower than they would otherwise have been.' 


reflecting a combination of their experience to- 
gether with their judgment as to how they would 
expect to react in the types of situation given, 
rather than representing their banks' actual record 
in dealing with covenant violations. Where options 
are mutually exclusive, respondents were asked 
to allocate 100 points among them (see Appen- 
dix)? The first three scenarios in Figure 1 are 
discussed together, while the fourth is analysed 
separately. 


Scenarios (iii) 

Table 3 sets out the reactions of respondents to 
the mutually exclusive alternatives. 

The views of practising bankers (see footnote 17) 
suggest that they are more likely to adopt ‘high 
cost' (to the borrower) options when a breach of 
covenant is revealed in the accounts as compared 
with when the company has given them prior 
warning of an imminent breach. Combining the 
‘immediate repayment’ and ‘reserve rights’ options 
into one ‘high cost’ category, there is a 45% 
perceived likelihood of respondents adopting such 
a high cost line of action in the ‘breach shown by 
accounts’ scenario as compared with only 21% in 
the ‘prior warning’ scenario. The difference be- 
tween the two sets of responses is statistically 





*®This form of rating scale was used by Egginton (1977) in 
his survey of UK lending bankers. 





significant at the 0.05% level (one-tailed).?! In fact, 
30 of the 33 respondents (91%) stated that they 
would adopt these ‘high cost’ alternatives more 
frequently in the ‘breach shown by accounts’ scen- 
ario as compared with that of ‘prior notification’, 
Conversely, in the latter case of ‘prior warning’, 
contract renegotiation is perceived to occur with a 
37% likelihood in contrast with only 22% if the 
FRC breach has already occurred. The difference 
is statistically significant at the 0.05% level (one- 
tailed). These findings provide empirical evidence 
to support the views of those who argue that an 
important role of covenants is to open up clearer 





2! This and ell subsequent significance tests are based on the 
Wilcoxon matched-pairs signed-ranks test. This non-parametric 
test assesses whether paired samples are significantly different, 
giving more weight to a pair with a large difference between the 
two observations than to a pair with a small difference (see 
Siegel, 1956, pp. 75ff). In this case, for example, a paired set of 
observations consists of the likelihood that a given respondent 
will adopt a high cost option in the ‘breach shown by accounts’ 
scenario and the likelihood that the same respondent will adopt 
the same option in the ‘prior warning’ scenario. The procedure 
requires the differences between the pairs of observations to be 
ranked by magnitude, ignoring their signs, and the sums of 
these ranks to be calculated separately for the positive and the 
negative differences. The probability of particular values of 
summed ranks occurring, given the number of pairs, can then be 
determined. In this case, for example, since only one respondent 
indicated a higher likelihood of adopting a high cost alternative 
in the ‘prior warning’ scenario than in the ‘breach shown by 
accounts’ situation, the difference between the two sets of 
responses is hizhly significant. 
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Table 3 
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Frequency of Alternative Options Adopted by Lenders in Dealing with Breach/Imminent Breach Scenarios 


Recall loan immediately 

Reserve rights to recall loan at any time, i.e. convert 
to on demand 

Total ‘high cost’ 

Waive breach and renegotiate terms of contract 

Waive breach for a limited time in expectation of 
improvement in customer’s position 

Waive breach unconditionally with no change in 
terms of contract/no action taken 

Other options (supplied by individual respondents) 


п = 33 


Significant differences between pairs of observations аге 
signed-ranks test. This test evaluates differences between two related samples at a time. Where two separate 
test results are reported against a single observation, this is because this observation is being compared, in ` 
Eee with two other observations, i.e. column 2 is compared with column 1 and with column 3 (see also 
ootnote 21). 


*at better than .05% level (one-tailed). _ 
W at better than .05% level (two-tailed). 
O at .05% level (one-tailed). 

A at 1% level (two-tailed). 

N/A = not applicable. 


Breach 
Shown by 
Accounts 
Mean % 


Prior Warning of 
Imminent Breach 
Mean % 


Acquisition 
Mean % 


identified using the Wilcoxon matched-pairs 


The percentages are the means of the actual percentages stated by respondents. 


channels of communication between banker and 
customer. 

The scenario of a customer giving warning of an 
imminent breach can be compared with that of a 
forthcoming breach due to the goodwill arising on 
a forthcoming acquisition. In both cases the bank 
receives advance warning, and so no prior expec- 
tations are hypothesised. However, in the case of 
the acquisition there is an even higher perceived 
likelihood of contract renegotiation (52%). The 
difference is statistically significant at the 1% level 
(two-tailed). Seventeen of the 33 respondents 
(52%) stated that they would never convert a term 
loan to an on-demand loan in such a case. The 
overall average perceived likelihood of this ‘high 
cost’ line of action was only 10% in the case of an 
acquisition compared with 21% for the ‘prior 
warning’ scenario, a set of responses that are 
significantly different at the 0.05% level (two- 
tailed). Nevertheless, it should be noted that even 
a 10% stated likelihood of a term loan being 
converted to on-demand may be perceived by the 
borrower as sufficiently risky to warrant, for 
example, an accounting method change. 

The questionnaire further investigated the likeli- 
hood of various contract modifications being re- 
quired assuming that the contract was, in fact, 





being renegotiated.” Table 4.-summarises the 
results. 

In both the ‘breach shown by accounts’ and 
‘prior warning’ scenarios respondents stated they 
were more likely to impose certain costly contract 
modifications, such as additional security and div- 
idend and capital spending restrictions, than to 
permit relaxation of existing covenant constraints. 
Thus, in the case where a breach is shown by the 
accounts, there is a 15% overall stated likelihood 
that, for example, additional security will be re- - 
quired compared with a 12% likelihood that 
covenants will be relaxed. The difference between 
the two sets of responses is statistically significant 
at the 2.5% level (two-tailed). Where the customer 
gives prior warning of an imminent breach, there 





22 Respondents used the same response categories as detailed 
in Table 2 (ie. 0-5%, 6-35%, etc). The mean percentages 
shown in Table 4 were calculated by 

п 


X Ред 


іт] 


n 


where p, is the stated likelihood that respondent i would re- 
negotiate the contract under a particular scenario (as summar- 
ised in Table 3); x, is the stated likelihood that respondent ; 
would require a particular modification (using the mid-points of 
the above response categories); and n — 33. 
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Table 4 | 
Frequencies of Lender-Instigated Modifications to Loan Contracts in Response to Imminent/Actual FRC 
Breaches == = 

Breach 

Shown by Prior Warning 

Accounts of Imminent Breach Acquisition 

Mean % Mean % Mean % — 
Additional! security БА 2m 25 
Dividend restrictions 14 20 24 
Capital spending restrictions . 13 19 24 
Increased interest rate 11 14 18 
FRCs relaxed 12*A IFON 310 
n= 33 


Significant differences between pairs of observations 


signed-ranks test (see Table 3 and footnote 21). 


* at 5% (2 tailed). 

© at 0.5% level (2 tailed). 
A at 2.5% level (2 tailed). 
Wi at 5% level (2 tailed). 


are indicated using the Wilcoxon matched-pairs 








is a greater stated likelihood (as was shown in 
Table 3) that contract renegotiation will occur in 
the first place. Within the context of such renego- 
tiations, however, there is still a significantly higher 
stated likelihood (at the 5% level, two-tailed) that 
additional security will be required than that 
covenants will be relaxed. This reflects the extent to 
which the use of FRCs and the taking of security 
can complement one another. In the eyes of re- 
spondent bankers FRCs are being used as a trigger 
to enable them not only to realise but also to 
obtain security in a timely fashion. 

Increased interest rates appear to be generally 
the least frequent modification cited. It may be, 
however, that this is likely to be required fre- 
quently enough to be a matter of significance from 
the borrower’s viewpoint. 

The likelihood that FRCs will be relaxed is also 
relatively low in the cases of an actual breach and 
forewarning of a breach due to deteriorating per- 
formance. However, in the case of a breach caused 
by goodwill arising from an acquisition, the relax- 
ation of FRCs becomes the most likely stated 
modification to be adopted.” This provides further 
evidence of the pragmatic use of FRCs and the 
willingness of banks to countenance adapting them 
to new situations." 








The difference between relaxation of FRCs and additional 
security is not statistically significant at the 596 level (two- 
tailed), however. 

“Evidence from loan contract definitions supplied by 
respondents indicates that it is not uncommon for the goodwill 
relating to specific acquisitions to be included on an exceptional 
basis, as part of net worth for FRC calculation purposes. 
One respondent commented that a breach of FRC due to an 
acquisition may not be entirely bad for the bank. Provided the 
bank is happy with the new underlying situation, a customer 
growing by acquisition can clearly be a source of increased 
business. 


Apart from the costs of loan acceleration and 
contract renegotiation analysed above, the ques- 
tionnaire was also designed to ascertain whether, in 
addition, increased information requirements were 
likely to be imposed in the different scenarios. 
Table 5 shows the results to be similar across all 
three cases. Respondents stated that both more 
frequent and more in-depth information would be 
required in approximately three-quarters of cases, 
indicating the high probability that borrowers in 
such situations would have to face the associated 
Costs. 


Scenario (iv): Breach Caused by New SSAP 


The previcus section discussed scenarios that 
represented real deterioration in the cutomer's 
underlying risk. This section looks at the extent to 
which costs are perceived likely to be imposed on 
customers violating covenants solely due to a 
change in generally accepted accounting principles. 
Table 6 summarises the results. 

In the overwhelming majority of cases (83%) 
respondents stated that they thought that no real 
penalty would be imposed on the borrower (leav- 
ing aside the possibility of information costs), but 
rather some form of recalculation would take place 
in order to restore comparability between the 
company’s reported results and the FRC levels 
specified in the contract. Twenty-six respondents 
(79%) indicated a zero likelihood that a ‘high cost’ 
alternative would be pursued. 

Respondents were asked whether they would be 
using ‘rolling СААР” or ‘frozen СААР” in such а 
situation as that of scenario (iv). In 69% of all 
cases respondents indicated that they would amend 
the FRCs in the contract to accord with the new 
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Table 5 
Frequency with which Additional Information is Required by Lenders іп Response to Actual/Imminent FRC 
Breaches 
Breach 
Shown by Prior Warning of 
Accounts! Imminent Breach! Acquisition? 
Mean % 


More in-depth information than hitherto 77 
More frequent information than hitherto 77 
ју = 33 

?n = 32 (one respondent did not answer this question). 


The mean percentages have been calculated by reference to the mid-points of the various response categories 
(0—5, 6–35%, etc.). 


Table 6 
Lender Responses to FRC Breaches Caused by New SSAP Reducing Borrower’s Reported Profit 


Alternative Options Adopted by Lenders 


Recall loan immediately 

Reserve rights to recall loan at any time, i.e. convert to on demand 
Total ‘high cost’ 

Waive breach, amend FRCs in contract to accord with new SSAP and 
renegotiate other terms of contract 

Waive breach unconditionally and amend FRCs in contract 

to accord with new SSAP 

Recalculate reported ratios using ‘old’ method of 

accounting consistent with original contract 


Frequencies of Modifications to Loan Contracts 
Additional security 

Dividend restrictions 

Capital spending restrictions 

Increased interest rate 


Frequency with which Additional Information Required 
More in-depth information than hitherto 

Mere frequent information than hitherto 

п = 33 





SSAP.” In only 28% of cases did the bankers state opportunity also to renegotiate other terms of the 
they would recalculate the company's reported contract. Fourteen respondents (42%) indicated a 
results using the method of accounting prevailing zero likelihood of any such renegotiation. More- 
at the time the contract was drawn up and before over, as the various costly contract modifications 
the SSAP in question came into force. listed in Table 6 would each be imposed in only a 

Real penalties are rarely imposed for ‘GAAP 
induced’ breaches and there is a preference for 
amending the contract definition rather than com- | Figure 2 . 
panies' annual results. These findings provide sup- Wording of Accounting Policy Change Question 
port for Leftwich's (1983) conclusion, which was 
based on an analysis of private loan agreements, 
that ‘rolling GAAP’ tends to predominate. 


*A company voluntarily makes a material income- 
boosting change in its accounting methods. Prior to 


á Е making this change the company was close to its 
In an average of only 14% of cases did respon- FRC limits but not in breach. The change relates to 
dents state that they thought they would take the an accounting method which is not specifically 


referred to in the loan contract. However, the 
change is disclosed and is made with the concur- 
rence of the company's auditors.' 





In 14% of cases this would be done together with the re- 
negotiation of other contract terms and in 55% of cases with 
no such renegotiation. 
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Table 7 
Lender Responses to a Scenario where Borrowers Make a Material Income-Boosting Accounting Method Change 
Mean 96 


Contractually unable to take any action (i.e. must compare ratios as reported with 5] 
levels set in contract) 
Contractually able to take some action to allow for change in accounting method: 

No action actually taken 

Tighten contractual FRC levels 

Recalculate reported ratios using ‘old’ method of accounting consistent with 

original contract 


р = 30. 


"Three respondents did not reply to this question, two of these on the grounds that they could pre-empt the 
described situation from ever arising by means of a tightly defined contract. If these 2 respondents are included 
as being able to take action 100% of the time, the means for n = 32 become 48% unable to take any action 


and 52% able to do so. 


Note: The mean percentages are the means of the actual percentages stated by the respondents. 


minority of these 14% of cases, the overall per- 
ceived likelihood of each of them actually occur- 
rng is 5% or less. This further indicates 
respondents' extreme reluctance to take any action 
that would impose real costs in such instances. In 
most cases the banker would in effect merely be 
using the opportunity to ensure that there had been 
no adverse change in the underlying risk. 

Finally, in contrast to scenarios (i) to (iii) dis- 
cussed earlier, Table 6 shows that a breach caused 
by a new SSAP is expected to result in additional 
information costs in less than 4095 of instances on 
average. It follows from these findings that, in so 
far as the effect of covenants contained in bank 
loan contracts is concerned, there is no reason to 
expect mandated accounting method changes to 
affect share prices in the UK context. 


Voluntary Accounting Policy Change 


The previous sections have established the extent 
of use of FRCs and the frequencies of various 
options that bankers believe they would adopt 
when such covenants are breached. But can bor- 
rowers avoid such costs by voluntary accounting 
policy changes? The questionnaire explored this 
issue by asking lenders how they would react to 
such a move on the part of a customer. Specifically, 
a hypothetical situation was presented where a 
company, close to its FRC limits, voluntarily 
makes and discloses a material income-boosting 
accounting policy change relating to an accounting 
method not referred to in the contract. Figure 2 
provides the actual wording of the question. 

In this case the options open to the banker have 
to be viewed as part of a two-stage process. Firstly, 
in the scenario presented in Figure 2, the customer 
is not yet, nor is necessarily expecting to be, in 





actual breach of a covenant. Hence it has to be 
established whether the banker feels contractually 
entitled to take any action at all. Secondly, in those 
instances where action is believed possible, the 
relative frequency of the various options can be 
examined. 

Table 7 indicates that, on average, respondents 
expressed a virtually even split as to whether they 
believed they would, under the terms of a contract, 
be able to take compensatory action. Respondents 
indicated a mean 51% likelihood that no action 
could be taken under such circumstances and that 
they would therefore have to compare ratios as 
reported with the levels as set in the contract, with 
the customer in effect reaping the benefit of the 
accounting policy change. The range of opinion in 
this scenario would seem to reflect the underlying 
complexity of the situation. This is because the 
ability of a banker to take action to mitigate the 
impact of disclosed accounting policy changes may 
depend, in any particular case, on at least the 
following three factors: 


(i) The presence of some ‘sweep up’ clause in the 
contract that could be relied upon by the 
banker to cover the situation.” 





The main examples of such clauses are firstly those that 
require accounting principles to be consistently applied and, 
secondly, the material adverse change clause which makes it 
an event of default if such a change occurs in the borrower's 
situation. The presence or absence of a material adverse 
change clause is itself a matter for negotiation. Donaldson and 
Donaldson express the opinion that FRCs themselves constitute 
a more effective trigger mechanism than the material adverse 
change clause and that, as a result, ‘where a company has 
negotiated a meaningful set of covenants, it can legitimately 
refuse to accept a continuing material adverse change clause’ 
(1982, p. 148). 
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(1) The precise wording of the above clauses, e.g. 
whether or not the bank has sole discretion 
to decide upon materiality. 

(iii) The extent to which the bank could rely on 
such clauses should litigation result. 


Given an approximately 50% likelihood that 
some action appears contractually possible, what 
options do bankers believe they would adopt in 
such circumstances? Table 7 shows that respon- 
dents expressed an approximately 1 in 8 likelihood 
that in fact no action would be taken, despite a 
perceived contractual ability to do so. There is thus 
an overall likelihood of a little under 60% that, in 
the event of a disclosed accounting policy change, 
no action would in fact be taken. 

In the remaining cases, the banker would restore 
the original comparability between the reported 
ratios and those defined in the contract. In contrast 
to the case of a new SSAP, however, the majority 
of such adjustments would be to the reported ratios 
rather than to the FRC levels in the contract.7?* 

The findings reported in this section indicate 
that, for UK companies with FRCs in their bank 
loan agreements, opportunistic management be- 
haviour may be a significant explanatory variable 
in the choice of accounting methods. 


Summary and conclusions 


This study has sought to establish the extent of use 
of FRCs in UK term bank loan contracts and the 
factors with which bankers perceive their use to be 
associated; the costs imposed on borrowers in cases 
of breach or near breach of FRCs; and the likely 
impact on the borrower's standing with the bank 
of changes in accounting method, whether required 
by changes in standard practice or purely volun- 
tary. 

The findings are based on bankers’ perceptions 
of these issues as elicited by a survey questionnaire. 
They therefore may not represent the actual extent 
to which FRCs are used and how bankers react to 
particular situations in practice. However, these 
issues are all subject to careful negotiation by the 
contracting parties and the findings of this study 
are of value in providing an analysis of the views 
of one of the parties to such negotiations. 

In addition, the results relate to private bank 
loan agreements and should not be extended to 





?'The differences between responses in the two cases (new 
SSAP and voluntary accounting change) regarding both re- 
calculation of reported ratios and amending contractual FRC 
levels are significant at the 196 level using the two-tailed 
Wilcoxon matched-pairs signed-ranks test. 

"[t should be noted that the above analysis relates to 
disclosed accounting policy changes. Apart from these there 
may well be accounting policy changes which a company and 
its auditors would be comfortable about not disclosing, which 
would severely limit a lender's room for manoeuvre. 
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public debt contracts. However, private debt is a 
relatively more important source of corporate 
finance in the UK than in the US. This is also true 
of Australia where several researchers have investi- 
gated the role of lending agreements in accounting 
method choice. 

FRCs were stated to be in widespread use in 
respondents’ organisations, being used in at least 
two-thirds of loans in excess of £1 million. The 
sampling frame adopted, comprising as it did 
organisations which used FRCs sufficiently for the 
questionnaire to be appropriate, may be said to 
have biased the results upwards. However, it can 
be argued that the population of respondents does, 
in fact, represent institutions responsible for the 
majority of term lending in the UK. 

These lenders suggest that the presence of FRCs 
in term loan contracts is associated with size of 
loan and high financial gearing. Other, albeit less 
significant, factors include smaller company size 
(i.e., sales of about £100 million rather than of 
about £1 billion), longer term of loan (i.e., in excess 
of five years) and, to some extent, the absence of 
security. Some evidence was obtained indicating 
that there is a degree of opposition among UK 
companies to the use of FRCs and that larger 
companies are sometimes able to resist their in- 
clusion in loan contracts. 

A number of clear patterns emerge regarding 
the ways in which respondents believe they would 
react to cases of FRC breach or potential breach. 
Imposition of ‘high cost’ penalties on borrowers 
such as immediate repayment of the loan or its 
conversion into an on-demand loan are, taken 
together, the single most likely alternatives that 
bankers may adopt in cases of straight FRC 
breach. However, where the customer maintains 
open channels of communication with the bank 
or where a breach would be caused by an impend- 
ing acquisition, contract renegotiation or tempor- 
ary waiver of the breach become more likely 
responses. 

In cases of breach shown by the accounts or 
imminent breach notified in advance the most 
likely contract renegotiations would either help 
secure the lender’s position (additional security) or 
ensure the retention of funds within the company 
(dividend and capital spending restrictions). Where 
the breach is caused by goodwill from an acqui- 
sition, however, the relaxation of FRCs is the most 
frequent contract adjustment, which is indicative 
of bankers’ prime interest being in the nature of the 
underlying risk. 

Technical breaches caused by a new SSAP were 
found to be likely to cause very few real costs to 
borrowers. It was also found that in just under 
60% of cases, lenders said they would take no 
action in response to a disclosed voluntary ac- 
counting policy change, whether due to contractual 
limitations or for other reasons. 
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The extent of use of FRCs in UK bank loan 
contracts raises questions as to which ratios are 
generally used for this purpose and how effective 
they are, if at all, in signalling financial distress or 
changes in lenders' underlying risk. Furthermore, 
research into those FRCs that are widely used and 
how the accounting numbers are defined could 
help direct the attention of accounting standard 
setters to those accounting issues which can poten- 
tially have significant economic consequences in 
this context. 

In addition, the extent of use of FRCs in UK 
bank loan contracts indicates that contract theory 
based research should prove fruitful in a UK 
environment. The findings suggest that tests of the 
‘debt/equity hypothesis in accounting method 
choice research should not treat all companies with 
a high debt/equity ratio as members of a homo- 
geneous population. Those companies whose gear- 
ing has increased due to an acquisition programme 
need to be distinguished from those experiencing 
an organic deterioration in performance. Account- 
ing issues may be of less importance to the former 
group, since such companies are less likely to 
suffer high cost alternatives in cases of covenant 
violation. 

The issue of when a lender opts for a high cost 
reaction to covenant breach as compared with 
relaxing FRC limits requires further investigation. 
It may be linked with the way in which FRC limits 
are set when the contract is drawn up and the 
problem’ of arriving at appropriate ratio levels. 
Where limits are too tight, FRC violation may 
happen prematurely and relaxation of limits will be 
the appropriate response. Where they are too 
loose, however, FRC breach may occur too late to 
save the company and recall of the loan may be the 
only alternative. 

It would appear that standard setters need nct 
be overly concerned with the potential negative 
economic impacts of new accounting standards 
attributed to bank loan covenants. Naturally this 
does not extend to other possible economic conse- 
quences of a new standard such as direct cash flow 
implications and/or the disclosure of new infor- 
mation that may alter perceptions of a company's 
risk or impose proprietary costs. However, even 
though it may be unlikely that high cost penalties 
will be imposed in certain circumstances, if corpor- 
ate management perceive a possibility that they 
could be imposed, this may be enough to influence 
their accounting choices. This is an area that may 
warrant further investigation. 

It would also be of interest to extend our 
understanding of the circumstances that lead 
bankers to say that they can or cannot take 
appropriate action in response to an accounting 
policy change. Furthermore, the likely efficacy of 
accounting method changes in avoiding FRC 
breaches reinforces the earlier conclusion that con- 
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tract theory based research has the potential to 
extend our understanding of the factors that gov- 
ern accounting method choice in a UK context. 

In conclusion, the widespread use of FRCs 
indicates that this subject area carries implications 
for accounting standard setters. This research 
shows that the costs to borrowers of covenant 
violations resulting from changes in accounting 
standards appear to be relatively low. It also shows 
that voluntary accounting method changes by bor- 
rowers may often be an effective means of avoiding 
covenant violation. Further investigation is needed 
to ascertain, firstly, to what extent accounting 
standard setters can in fact safely ignore the issue 
of the effect of new standards on technical 
covenant breaches and, secondly, how far the 
standard setting programme should focus on those 
accounting matters which have the greatest effect 
on the ratios most widely used in loan covenants. 
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Appendix 


Summary and Questionnaire 


91. State job title. 

9.2. For each of the three loan size categories (under 
£250,000, £250,000—£1 million and over £1 million) 
indicate the approximate percentage of: 

(a) loan agreements that are secured; 

(b) secured loan agreements which contain finan- 
cial ratio covenants; 

(c) unsecured loan agreements which contain 
financial ratio covenants. 

93. For each of the following circumstances indicate 


under what circumstances you are more likely to 
include FRCs in the loan contract: 


(a) Term of loan is 1-5 years; over 5 years; makes 
no difference; 
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(b) Borrower is a plc with sales of about £1 
billion; sales of about £100 million; size makes 
no difference; 

(c) Borrower is a plc with sales of about £100 
million; a private company with sales of about 
£100 million; makes no difference whether 
public or private. 

(d) Company's total debt/equity ratio is high (i.e. 
about 75% of comparable companies have a 
lower debt/equity ratio); is low; makes no 
difference. 


QA. Indicate whether your bank uses FRCs to a greater 


or lesser extent today than it did five years ago. 


Q.5-Q.8. These questions deal in turn with the four scenarios 
detailed in Exhibit 1. 


(a) Indicate the frequency with which you would 
require the customer to supply’ accounting 
information additional to that-provided hith- 
erto: 


—More in-depth information 
— More frequent information 


(b) Indicate the likelihood of your adopting each 
of the following options by allocating 100 
points among them (the following reproduces 
the options for scenarios (ii) and (iii); those 
for scenarios (i) and (iv) varied with the 
circumstances): 


— Convert into an on-demand loan 
—Retain as а term loan but renegoti- 
ate the terms of the contract 
—Waive FRC restrictions temporarily 
in expectation of an improvement in 
the company’s situation 

—No other action taken 

—Other (please specify) 


(c) In those instances when you would renegoti- 
ate the terms of the contract in the situation 
described, indicate the likely frequency of 
each of the following modifications: 


—TIncreased interest rate 
—Additional security 

—Dividend restrictions imposed 
—Capital spending restrictions im- 
posed 

—FRCS relaxed 

—Other (please specify) 


This question deals with the scenario detailed in 
Figure 2. 


Q.9. 


(a) Indicate the likely frequency with which the 
following options are contractually open to 
you by allocating 100 points among them: 


— Bank able to take action to allow for 
the change in accounting method 
—Bank not able to take any action 


(b)In those cases where the bank is entitled 
contractually to allow for a change in ac- 
counting methods, indicate the actual likeli- 
hood of each of the following options by 
allocating 100 points among them: 


—Tighten the levels at which the FRCs 
are set in the contract 

—Recalculate the company's reported 
financial ratios using the “old” method 
of accounting that was used before the 
change 

— Мо actual action taken 

—Other (please specify) 
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The Audit Report under Going Concern 


Uncertainties: An Empirical Analysis 
David B. Citron and Richard J. Taffler* 


Abstract —This study explores the value of the audit report in the context of the going concern qualification (ССО) 
decision along the joint dimensions of auditor competence and independence. Likelihood of company failure, auditor 
switch rates, the self-fulfilling prophecy argument and audit firm size are analysed as variables potentially affecting 
the value of the audit report in a GCQ situation. This study focuses on the outcomes of such decisions: the presence 
or absence of a GCQ, for a large sample of UK quoted companies over the decade 1977-86. Our results suggest 
that, unless the likelihood of failure is very high, the probability of a GCQ is very low. We find some evidence in 
support of an association between the presence of a GCQ and auditor switching but no support for the self-fulfilling 
prophecy argument. In addition, smaller UK audit firms do not appear to exhibit lower GCQ rates than do large 
firms. There is some evidence that the issues of auditor competence and independence may be a cause for concern 


in this context in the UK. 


Introduction 


The UK audit environment provides low rates of 
qualification on a going concern basis of the 
accounts of companies prior to bankruptcy.! This 
paper examines the value of the audit report in 
situations of going concern uncertainty, where 
*value' is taken to be a function of both auditor 
competence and auditor independence. 

In his review of the going concern decision litera- 
ture, Ásare (1990) points to the mixed results of 
research into the importance of the going concern 
report, In this study we focus explicitly on the end re- 
sult of the decision process: the presence or absence 
ofa qualification, which is the central concern of the 
financial statement user. We investigate whether 
the presence or absence of a going concern qualifi- 
cation (GCQ) is associated with the likelihood 
of company failure, auditor switch rates, the self- 
fulfilling prophecy argument and audit firm size. 

For the audit to be of value to the consumer of 
audit services, the auditor must be perceived as 
being both technically competent and independent 
(Watts and Zimmerman, 1981; De Angelo, 1981a 
and 1981b). Mautz and Sharaf (1961) argue that 
the professional auditor is indeed widely perceived 
as being compétent, and regarding the potential 
going concern qualification there is experimental 
evidence to support this contention (Kida, 1980; 
Campisi and Trotman, 1985; Barnes and Hooi, 
1989)? With respect to independence, however, 





*The authors are, respectively, lecturer in accounting and 
professor of accounting and finance at the City University 
Business School They thank Extel Financial Limited for 
allowing the use of their database. 

'See Table 1. 

2K oh and Killough (1990) and Koh (1991), however, provide 
a dissenting view. 
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Mautz and Sharaf (1961, p. 210), are less sanguine: 
‘... because auditing suffers from what may be 
described as “built-in anti-independence factors”’.’ 
Research that explores auditor independence 
within an economic framework focuses on the cost 
factors influencing the independence of the auditor 
in various situations (Watts and Zimmerman, 
1981; De Angelo, 1981a and 19810). De Angelo 
(1981b and 1981c) uses this framework to argue 
that larger firms will be more strongly motivated to 
act independently. Farmer et al. (1987) find that 
auditors are indeed more likely to accept clients' 
controversial accounting treatments when the risk 
of client loss is high and that of litigation low. 
In the case of the GCQ, the literature (e.g. Kida, 
1980; Altman, 1982; and Moizer, 1985) highlights 
a number of cost factors that may reduce indepen- 
dence. These can be summarised as follows: 


(i) The value of the auditor's economic interest 
in the client; 

(ii) The likelihood that this economic interest 
will be lost either due to the client switching 
auditors or failure brought about by the 
ССО itself (self-fulfilling prophecy); 

(iii) The likelihood that the client will sue if the 
report is qualified and the client does not fail. 


Cost factors helping promote independence en- 
compass: 


(i) The loss of future revenues due to loss of 
reputation should the auditor not qualify and 
the client fail; 

(ii) The likelihood of lawsuits by third parties if 
there is no GCQ and the client fails. 





3Wilson and Grimlund (1990) provide evidence that damaged 
audit firm reputation is indeed associated with real adverse 
economic consequences. 
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The strength of these factors in the GCQ situ- 
ation makes it an appropriate context in which to 
study independence (Kida, 1980). However, the 
limited evidence available on the relationship 
between audit report qualifications and auditor 
switching appears contradictory. Chow and Rice 
(1982), Mutchler (1984) and Craswell (1988) find a 
relationship between qualified audit reports and 
auditor switching, although this is not supported 
by Schwartz and Menon (1985). 

Studies of the opinions of lending bankers 
(Firth, 1980) and accountants (Mutchler, 1984; Holt 
and Moizer, 1990) lend some credence to the fear 
that a GCQ will itself lead to a company's failure: 
the self-fulfilling prophecy argument. The UK 
Auditing Guideline instruction to ignore such con- 
siderations (APC, 1985, para. 32) is itself prima 
facie evidence that such perceptions do exist. 

The extant research tends to deal with the issues 
of auditor competence and independence separately. 
However, in the complexities of real life, these two 
factors may not only be difficult to separate out but 
may be interdependent (De Angelo, 1981a; Pear- 
son, 1987). This study views auditor independence 
and technical competence as inseparable dimen- 
sions of the audit process. Only if the requirements 
of both are met. will the audit report be of value. 


Hypotheses 


We test primarily for the joint presence of compe- 
tence and independence, although in some in- 
stances (where competence is not at issue) the focus 
is more specifically upon independence. 

Our first three hypotheses relate to the association 
between the likelihood of client failure and the GCQ 
rate. Regarding auditor competence, the higher the 
likelihood of failure the more straightforward will 
be the judgment as to whether a client is suffering 
going concern problems. Also, from the viewpoint 
of independence, the greater the likelihood of client 
failure, the higher will be the auditor's perceived 
probability of losing that client. As a result, the 
auditor's future economic interest in the client will 
be lower, thus reducing the costs militating against 
giving a GCQ. In addition, the higher the failure 
probability, the lower the likelihood of damage to 
the auditor's reputation from giving a GCQ. 

The point of interest is how great must the 
likelihood of failure be for the auditor to reach the 
conclusion that a going concern uncertainty does 
indeed exist and, having reached that conclusion, 
for the independence of the auditor not be called 
into question. In the absence of direct measures of 
the objective likelihood of failure, we use as proxies 
the time lag between publication of accounts and 
failure, and the financial status of the client prior 
to failure. We seek to test the following hypotheses: 


Hypothesis 1: The shorter the time between 
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audit report signature and failure the greater the 
propensity for qualification. 

Hypothesis 2: The weaker the financial position 
of the failing company at the balance sheet date, 
the more likely it is to have received a going 
concern qualification. 

Hypothesis 3: The more imminent failure is at 
the date of accounts publication and the more 
precarious the financial position, the more (ће pres- 
sures on the auditor to qualify are compounded 
leading to an increased probability that the failing 
company receives a going concern qualification. 


Following Altman (1982), the risk of bankruptcy 
is measured using the z-score approach which 
provides an unbiased statistical measure of com- 
pany solvency (Taffler, 1983; 1984). 

The next two hypotheses examine ways in which 
a GCQ may itself increase the probability that the 
audit firm will lose the client: auditor switching 
(Hypothesis 4), and the self-fulfilling prophecy 
(Hypothesis 5). To the extent that there is an 
association between a GCQ and the auditor’s 
perception of the likelihood of auditor change 
and/or failure induced by the ССО itself, the 
presence of going concern uncertainty is a situation 
inherently threatening to independence. 

In the case of the auditor switch argument, 
auditor perception of the likelihood of client loss 
cannot be measured directly. Following Schwartz 
and Menon (1985), we therefore test for a relation- 
ship between the actual presence of such a qualifi- 
cation and a subsequent auditor switch: 


Hypothesis 4: There will be a higher frequency 
of auditor switching among companies that 
have received a going concern qualification.* 


The research cited above provides some evidence 
on the self-fulfilling prophecy argument. However, 
the proposition that GCQs actually precipitate 
failure in cases where it would not otherwise have 
occurred is difficult to test, since it is not possible 
to ascertain what would have happened in the 
absence of a GCQ. To explore this issue further, an 
indirect approach is taken by comparing the failure 
rate of qualified companies with that of a matched 
group of non-qualified companies. Our prior 
expectation, consistent with the self-fulfilling 
prophecy argument, is: 


Hypothesis 5: Qualified companies will exhibit a 
higher rate of subsequent failure than a matched 
group of non-qualified companies. 





^We recognise that a change in auditors could be due to the 
auditors' resigning their position as opposed to their being 
removed by the company. However, even if it were the audit 
firm that formally initiated the termination of the relationship, 
this may be partially in response to a perceived threat of 
dismissal Auditor resignation in a potential GCQ situation 
must cast some doubts on whether such auditors are carrying 
out their duties towards shareholders fully independently. 
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Hypothesis 6 analyses the relationship between 
audit firm size and GCQ rates. In the GCQ 
context, the larger the audit firm the less will be the 
potential loss relative to the value of the firm's total 
client portfolio should, for example, the client 
switch auditors. Similarly, the larger the audit firm 
the greater will be the potential loss of future 
revenues due to loss of reputation if a GCQ is not 
provided where appropriate. Moreover, in terms of 
technical competence, the larger firm may be more 
experienced in the audit of fully quoted companies, 
to which the results of this paper relate: 


Hypothesis 6: Failed companies which are au- 
dited by larger firms should experience a higher 
qualification rate than those audited by small 
firms. 


Data 


Population and Sample Selection Criteria 

Our results relate to fully quoted, independent 
UK companies in manufacturing, construction, 
wholesale and retail activities. Failure is defined as 
being placed in receivership, creditors’ voluntary 
liquidation or being compulsorily wound up. An 
audit report is defined as being qualified on a going 
concern basis provided explicit reference is made in 
it to the company’s ‘going concern’ status.° 

The data source used is the EXSTAT database 
of company financial information provided by 
Extel Financial Ltd. The data on failed companies 
relate to the decade 1977-1986. Failed industrial 
companies were identified from Extel Financial 
Ltd’s book CGT Capital Losses: Securities of Neg- 
ligible Value, which provides a complete list of such 
concerns. 

Results for continuing (i.e. non-failed) compa- 
nies are used in testing Hypotheses 4 and 5; the 
data for these firms are for the period 1979-1986. 
Hypothesis 4 (auditor switching) compares a 
sample of continuing qualified companies with a 
matched control group of continuing non-qualified 
companies over this period. Hypothesis 5 (self- 
fulfilling prophecy) compares all qualified compa- 
nies (both failed and non-failed) over these years 
with a matched group of non-qualified firms. 

Non-failed companies with going concern quali- 
fications were identified by reading the audit 





*This explicit criterion is used to avoid subjectivity. A small 
number of cases were observed where audit reports were (i) 
qualified on a 'subject to' basis due to uncertainty surrounding 
the company's financial position but with the term 'going 
concern’ not used, or (ii) where the going concern basis used for 
drawing up the company's accounts and the surrounding 
uncertainties are referred to not in the audit report itself but in 
the directors' report or notes to the accounts. These cases were 
not counted as going concern qualifications due to the (deliber- 
ate?) ambiguity. 
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reports for all poorer performing companies in the 
database.$ 

Schwartz and Menon (1985) stress the import- 
ance of matching control groups of companies by 
industry and size. In this study we match by a third 
factor as well: financial status. This is because the 
financial strength of a company may also affect its 
tendency to switch auditors." 

Each qualified company is thus matched with an 
unqualified company according to the following 
criteria: 


(i) by year; 

(i) by industry sector using the Financial 
Times/Actuaries Classification; 

(iii) by size based on turnover; and 

(iv) by financial status. This is done using com- 
panies’ PAS (performance analysis scores), 
which are the percentile rankings of their 
z-scores for the year in question (Taffler, 
1984). 


Extent of GCQ among Failed. and Non -Failed 
Companies 


Table 1 shows that, of the 107 ne companies 
that failed during the ten-year period 1977-86, 
only 28 (26.2%) had their accounts qualified on a 
going concern basis in the period immediately 
prior to failure. Thus, in the remaining cases, the 
audit report did not draw attention to the fact that 
the company might not ‘continue in operational 
existence in the foreseeable future' (SSAP 2, ASC 
1971). The Table also indicates that 27 of the 28 
qualified companies incurred historical cost losses 
before taxation in their last set of accounts.* By 
contrast, only 52 (65.8%) of the 79 not qualified 
companies incurred pre-tax losses. It would thus 
appear that a pre-tax loss is a necessary, although 
not a sufficient, condition for the auditor to issue 
a going concern qualification.*!° 





$Such companies were defined as those with z-scores 
indicative of potential insolvency problems, ie. z-score « 0 
(Taffler, 1983). 

TIn his related research into the costs to auditors of providing 
a qualified audit opinion, Wilkerson (1987) emphasises the 
importance of matching as closely as possible the underlying 
economic uncertainty facing both the experimental and the 
control groups of companies. 

*The one such company apparently reporting profits showed 
a stated pre-tax profit of £1.7 m on turnover of £24 m but had 
wrongly capitalised £4.6 m of losses. Thus it was, in fact, heavily 
loss making. 

?The difference between qualified and non-qualified compa- 
nies is, not surprisingly, significant at better than oc — 0.01 
using the y?-test. 

‘In their study of the relationship between audit reports with 
consistency exceptions and bankruptcy, Hopwood et al. (1989) 
suggest that auditors may insist more strongly on the appli- 
cation of good accounting principles when they perceive the 
likelihood of failure to be high, so as to reduce any potential 
liability. This may provide an alternative explanation for the 
virtual uniform presence of reported losses among companies 
with GCQs. 
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Table 1 
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GCQ Rates among Companies that Failed During 1977-1986 


Qualified on going concern basis: 
Obvious problems 
Not obvious 


Not qualified on going concern basis: 


To ascertain whether the imminent failure of the 
28 qualified companies was public knowledge prior 
to their receiving the qualification, financial press 
reports were examined. In at least 20 (71%) out of 
the 28 cases, the weak financial status of the 
company was either public knowledge prior to the 
issuing of the audit report or the company's finan- 
cial situation was so. critical that the auditors 
would have been negligent to an exceptional extent 
had they not issued such a qualification. 

A low going concern qualification rate among 
failed companies, however, may be explained by 
failure being caused by factors that could not have 
been reasonably foreseen at the time the accounts 
were signed. The histories of the 79 non-qualified 
companies subsequent to the date of publication of 
their last accounts were studied using financial press 
reports, Such potential causes of failure could be 
identified in only nine (11.4%) of the 79 cases." 
Thus, 70 (65.4%) of the 107 failed companies had 
not been qualified ona going concern basis nor could 
we discover from publicly available information 
any event that might have explained their downfall. 

The GCQ rate for non-failed but ‘at risk’ com- 
panies in the population was analysed to provide 
a benchmark for comparison with the GCQ rate 
among failed firms." For companies failing in the 
eight-year period 1979-1986, for which data on 
non-failed firms were available, the GCQ rate was 
25.3%. However, only 5.9% of non-failed ‘at risk’ 





"Any such analysis has a subjective element. Thus, we 
included not only major events but also those which would not 
normally have brought about the failure of a reasonably healthy 
enterprise but may arguably have provided the ‘straw that 
broke the camel’s back’ for a company that was already 
financially vulnerable. 

ВА set of accounts is deemed to relate to а non-failed 
company if that company published a subsequent set of ac- 
counts. A company is considered ‘at risk’ if it shows a negative 
z-score (Taffler, 1983). 

UTwenty-one out of 83 failed firms were given GCQs, as were 
65 out of the 1107 sets of accounts of non-failed firms with 
negative z-scores. XZ = 43.5 with | degree of freedom, x2. 
(x = 0.001) = 10.81. 

Тһе equivalent population ССО rate for all non-failed firms 
was 0.995. 





Reported Pre-tax 
Historical Cost 


Total Loss 


27 (96.4%) 
52 (65.896) 
75 (73.8%) 


26.2% 
73.3% 
100.9% 


companies were so qualified, a difference signifi- 
cant at better than the 0.1% level.’** 

It is often argued that it is not the auditor’s 
role to predict business failure (e.g. Altman, 1982). 
However, there is little evidence as to how 
auditors actually perceive their responsibilities 
in this connection. The UK Auditing Guideline 
requires a statement in the financial statements 
or a reference in the audit report if there is 
significant uncertainty about a company’s 
going concern status, even if, for some reason, this 
would have no impact on the recoverability or 
classification of balance sheet items (APC, 1985, 
para. 31). In a similar vein, SAS No. 59 
(AICPA, 1988) requires auditors to report on 
going concern uncertainties even where asset 
recoverability and liability classification are not 
affected. 

Adopting the view that the audit report 
should be signalling any significant uncertainty 
about a company’s going concern status, one 
would expect а preponderance of failed 
companies ta receive a going concern qualification 
in the reporting period prior to failure. This, 
however, is demonstrably not supported by the 
evidence.!*'6 Nonetheless, the ССО rate for failed 
firms is significantly higher than for ‘at risk’ non- 
failed firms. 





The US going concern qualification rate among 65 failed 
companies (compiled from Altman, 1982, Tables 3 and 5) of 
48% for the 1977--1982 period is statistically significantly higher 
(at oc — 0.01 using the x? test) than the 24% rate (n = 79) in this 
study for the same period in the UK. Menon and Schwartz 
(1986) report a GC qualification rate of 43% for the period 
1974—1983 in the US, similar to that of Aitman. Whereas the 
bankruptcy procedures differ to some extent between the two 
countries, an additional explanation for these results may reside 
in features of the regulatory and legal environment in the US 
that provide a stronger system of support for auditor indepen- 
dence. 

Hopwood et al. (1989) find that the ССО still has significant 
explanatory power in distinguishing between bankrupt and 
non-bankrupt companies and might therefore serve as an 
early-warning signal for corporate failure. They point out that 
due to the relative infrequencies of the bankruptcy and GCQ 
events, this potential predictive power is not inconsistent with 
the majority of failed companies not receiving GCQs. 
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Time between Date of Publication of Last Accounts and Failure by Audit Report Status 


Qualified on going concern basis 
Not so qualified 


% of failing companies qualified 


Tests of hypotheses 


Hypothesis 1. Time Lag between Publication of 
Accounts and Failure 

The average time delay between publication of 
the last accounts prior to failure and the failure 
event itself" was 7.9 months. For qualified com- 
panies, the average time lag was only 5.5 months 
whereas, for companies without the qualification, 
it was 8.7 months. Table 2 provides a more 
detailed analysis of these lags. The fundamental 
going concern concept laid down in SSAP 2 (ASC, 
1971) indicates that, unless stated otherwise, a 
company's accounts are drawn up on the basis that 
the 'enterprise will continue in operational exist- 
ence for the foreseeable future’. This is interpreted 
in the UK Auditing Guideline: The Auditor's 
Considerations in Respect of Going Concern (APC, 
1985 para. 8) as a period ‘normally extending to a 
minimum of six months following the date of the 
audit report or one year after the balance sheet 
date, whichever is the later’. 

Table 2 shows that, while 43% of companies 
that failed within six months of account publi- 
cation (effectively synonymous with audit report 
date) were qualified, only 15% of those failing 
more than six months after publication were 
qualified. This difference is statistically significant 
at better than the 5% level using the y? test.'? Of 
the 65 companies in Table 2 that failed more than 
six months after publication of the accounts, five 
failed before the next balance sheet date. Of these, 
however, only one received a GCQ. Thus, of the 
total of 47 companies failing within the Auditing 
Guideline’s overall definition of ‘foreseeable 
future’, only 19 (40%) received a going concern 
qualification. We may conclude that, although the 
evidence again highlights the low qualification rate, 
it does support Hypothesis 1: that there is an 
inverse association between propensity to qualify 
and time between date of publication and failure. 





"Date of failure is defined as the date of suspension of stock 
market listing immediately prior to receivership, liquidation, 
etc. 

The difference is statistically significant at oc = 0.01 using 
the test of sample means. Peel (1989) reports similar results for 
an earlier time period. 

Буби = 5.55 with 1 degree of freedom, у2 (ос = 0.05) = 3.8. 





Less than More than 

6 months 6 months Total 
18 10 28 
24 55 19 
42 65 107 


43 15 26 


Hypothesis 2. Relationship between Financial Status 
and Qualification 


To obtain an objective measure of the failed 
companies’ financial position as revealed in their 
last set of accounts, an enhancement of the conven- 
tional z-score approach termed the ‘risk index’ or 
‘z-score of z-scores’ is used (Taffler, 1984). This 
linear additive weighted composite model is de- 
rived from three factors: the number of years the 
company has been registering an 'at risk' (i.e. 
failing profile) z-score, the size of the at risk z-score 
and the rate of decline in the company's z-score. 
The more years at risk, the lower is the score; and 
the steeper the downward trend, the higher is the 
risk index. The index provides an assessment of 
probability of financial distress in the next year on 
a 1-5 scale.” 

Table 3 compares the risk rating distributions of 
the 107 failed companies according to ‘low’ (risk 
ratings <3) or ‘high’ (risk rating 74) probability 
of financial distress. The Table shows that 22 
(39%) of the 57 companies with a high probability 
of financial distress received going concern qualifi- 
cations. However, only six (12%) of the 50 com- 
panies exhibiting low probability of distress were 
so qualified. This difference is significant at the 1% 
level using the y? test?! Thirty-five (44%) of the 
non-qualified companies were in the high prob- 
ability of distress category. 

This evidence is supportive of Hypothesis 2: that 
the weaker the financial status of the company, the 
more likely it is to be qualified on a going concern 
basis.” 


Hypothesis 3. Combined Effect of Time Period to 
Failure and Financial Status 

Table 4 classifies the 107 failed companies ac- 
cording to ‘likelihood of failure’ at the date of 
publication of the final set of accounts. ‘Likelihood 





®Та{ ег (1984, Table 3) provides cumulative probability of 
failure risk index statistics for the then prevailing economic 
climate. He shows, ex post, a risk index > 4 is associated with an 
80% probability of financial distress in the next year. 

му? = 9.7 with 1 degree of freedom, 72. (a = 0.01) = 6.6. 

“These results are consistent with those of Peel (1989) who, 
using a logit model, found for a sample of failed UK quoted 
companies that those receiving a GCQ were more severely 
financially distressed than those not so qualified. 
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Table 3 
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Risk Rating of Failed Companies by Audit Report Status 


Qualified on going concern basis 
Not so qualified 


% of failing companies qualified 


‘Low’: risk rating « 3. 
‘High’: risk rating > 4. 


Table 4 


Probability ress 
*Low' Total 

6 28 

44 79 


50 57 107 
12 26 


Combined Analysis of Period to Failure and Risk Category by Audit Report Status 


Qualified on going concern basis 
Not so qualified 


% of failing companies qualified 


of failure' is defined as a function of period to 
failure and financial status. A company whose final 
accounts exhibit a high risk rating and which 
subsequently fails within six months of accounts 
publication is defined as having a high likelihood 
of failure. The three other possible combinations 
are classified as low likelihood of failure. 

Table 4 shows that 59% of the companies with 
a high likelihood of failure were qualified on a 
going concern basis. This can be contrasted with 
the lower qualification rates of 43% for short 
period alone (see Table 2) and 39% for high risk 
rating alone (see Table 3). The difference in the 
rates of qualification between low and high likeli- 
hood of failure samples (15% and 59%) shown in 
Table 4 is statistically significant at better than the 
0.1% level using the y? test.” 

Hypothesis 3 is strongly supported by the evi- 
dence. The more imminent failure is and the 
weaker the company's financial position, the 
higher the probability of receiving a going concern 
qualification. This finding appears to underline the 
degree of certainty the auditor seems to require 
before giving a qualification. 








242 = 20.44 with 1 degree of freedom, y, (ос = 0.001) = 
10.8 


"Perhaps just as interesting is the comparison between high 
likelihood of failure firms and those which exhibit either high 
probability of financial distress or period to failure less than six 
months but not both. For the latter sample of 45 concerns only 
eight were qualified on a going concern basis (18%). The 
relevant x? statistic to test for significant difference in qualifica- 
tion rates is 13.1 for 1 degree of freedom which is significant at 
better than 0.1%. x24 (ос = 0.001) = 10.8. 





Likelihood of Failure at Date 
of Accounts Publication 
Total 
28 
79 
107 


26 


To explore this issue further two logit models 
were fitted to the 107 case data, with the dependent 
variable indicating a going concern qualification or 
not and the independent variables representing 
time delay and degree of risk. The derived models 
took the following form:? 


1/2 In(p;/{i — р) + 5 
= 3.74 + 0.642 delay+ 0.699 risk (1) 


(0.256) (0.241) (0.265) 
and 
1/2 In(p; 1 — p;}) + 5 
= 413 + 1.055 (delay x risk) Q) 
(0.157) (0.251) 


where p, is the probability of a going concern 
qualification for firm , 


delay = 1 if the accounts are published within 6 
months of failure 
= 0) otherwise 


and risk = 1 if ‘high’ risk rating 
=0 if not. 


A ‘high likelihood of failure’ is represented by 
delay x risk = 1 in model 2. The standard errors 
are provided below the variable coefficients. 

By ranking the estimated probabilities and as- 
signing the cut-offs at the 28th ranked company, in 
both cases, 12 of the 28 qualified statements (43%) 





The models were derived using the maximum likelihood 
method (SPSSX, chapter 31). 
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Table 5 
Auditor Switching by Continuing Companies by Audit Report Status 
Audit Reports of 
Continuing Companies by 
Audit Report Status 
Going Concern 
Qualification 
8 


Auditor switch 


No auditor switch 33 
61 


13.1 3.3 


% Auditor switches 


Table 6 
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No Going Concern 
Qualification 


59 
61 


Companies Receiving a GCQ, 1979-1986 


Published subsequent accounts (=‘non failed’) 


Failed 
Acquired 


No % 
6i* 71 
21 24 

4 5 


6 10 


*Of these, two qualifications (suffered by one company) were followed 
by a third qualification and then failure; and two qualifications (separate 
companies) were each followed by a second qualification and then 


acquisition. 


were predicted as non-qualified, but only 11 of the 
79 non-qualified (14%) were misclassified.” Again 
we have strong evidence to support the thesis that 
the auditor will only qualify in extremis. 


Hypothesis 4. Relationship between Going Concern 
Qualifications and Auditor Switching 


We explore this by analysing auditor switch 
rates among continuing companies." The hypoth- 
esis of a higher rate of auditor switching among 
qualified companies is tested by comparing the 
experience of qualified non-failed companies with 
a control group of matched non-qualified compa- 
nies. The database contained 61 cases of going 
concern qualification. for 38 continuing com- 
panies? with financial year-ends between 1979 and 
1986. The control sample was derived as outlined 
in the Data section above. 





6We exclude consideration of differential misclassification 
costs because of the problems in determining their magnitude 
in this situation. Dopuch er al. (1987) and Hopwood er al. 
(1989) resolve this issue in a related situation by providing a 
wide range of cost considerations. 

"' Intended auditor switch rates among the 107 failed compa- 
nies in our sample were also examined. There was an indication 
given in nine cases (8.4%), usually in the Directors’ Report, of 
company management intention to switch auditors in the 
following year. The number of such cases is too small to test for 
any significant differences between the qualified and non- 
qualified sub-samples. 

*These totals exclude four cases of firms acquired in the 
following year with resulting auditor switch to that of the new 
parent. 








Following Chow and Rice (1982) and Schwartz 
and Menon (1985), we explore auditor switches 
occurring within one year of a qualification, as 
beyond this period other factors may intervene. 
Table 5 shows that, of the 61 audit reports avail- 
able for each group, 13.1% of the qualified com- 
panies switched auditors in the following year, 
while only 3.3% of the non-qualified companies 
did so, a result just significant at the 10% level.” 

The difference in auditor switching rates between 
matched samples of qualified and non-qualified 
companies is in the hypothesised direction and 
appears statistically significant at the 10% level. As 
such we have some evidence that auditor switch 
rates may vary depending on the presence or 
otherwise of a going concern qualification.” 


Hypothesis 5. Relationship between Receipt of Going 
Concern Qualification and Likelihood of Failure 


Table 6 summarises the subsequent events that 
befell the companies concerned in the 86 cases of 





9247 2.72 with 1 degree of freedom, and making the 
continuity correction, y24 (oc = 0.1) = 2.71. 

*This analysis tests for the objective fact of auditor switch- 
ing. A related issue is, whether those ССО companies switching 
auditors subsequently also received a GCQ from the new 
incumbent. Of the eight cases in question, seven were actually 
unqualified in their first report from the new auditors. Of these 
seven, only two showed a significant financial recovery in terms 
of achieving a positive z-score. This issue merits further 
investigation. 
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Table 7 

GCQ Rates for Failed Companies by Audit Firm Size 

Audit Firm Size 

Big 9 
9 


Qualified on going concern basis 
Not so qualified 


% of failing companies qualified 


accounts with GCQs in year-ends between 1979 
and 1986. Only 21 GCQs (24%) were followed by 
failure; 61 (71%) were cases of non-failure as 
defined above. To explore whether these results are 
consistent with the self-fulfilling prophecy argu- 
ment, the subsequent events befalling the above 86 
GCQ companies were compared with those for a 
matched sample of 86 non-qualified companies.! 
This matching was carried out on the same basis 
as for Hypothesis 4, except that the control group 
was not now limited to non-failed companies. 

Whereas 21 of the 86 GCQ companies failed 
before publishing another set of accounts, effec- 
tively the same number (22) of the 86 non-qualified 
companies also experienced failure. On this basis 
we have no evidence that failure is more likely to 
follow upon a GCQ than upon a non-qualified 
report, a finding not supportive of the objective 
existence of the self-fulfilling prophecy effect as set 
out in Hypothesis 5. 


Hypothesis 6. Going Concern Qualification Rates 
among Audit Firms of Different Sizes 


Table 7 sets out the going concern qualification 
rates among the failed clients of the Big Nine? UK 
audit firms as compared with those of non-Big 
Nine audit firms in our sample. The rate of qualifi- 
cation was 24% for Big Nine clients as compared 
with 28% for non-Big Nine clients. As such, we are 
not justified in rejecting the null position that failed 
clients of larger audit firms should experience a 
higher qualification rate. 

This inconclusive finding may be indicative of 
the contrary cost pressures at work on audit firms, 
referted to above. Thus, following De Angelo 
(1981b and 1981c), larger firms may exhibit greater 
independence (and hence, we argue, be more likely 
to qualify) owing to the collateral effect of their 
relatively large client base.? On the other hand, 





Зе are indebted to one of the referees for suggesting this 
methodological approach. 

“For the period covered by this research, the Big Nine UK. 
audit firms were Arthur Andersen, Arthur Young McClelland 
Moores, Coopers & Lybrand, Deloitte Haskins & Sells, Ernst 
& Whinney, Peat Marwick Mitchell, Price Waterhouse, 
Thomson McLintock and Touche Ross. 

Competence may also be enhanced by firm size as argued 
in the Hypotheses section. 
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Non Big 9 
19 


Mutchler (1986) points to the financially weaker 
client base of smaller audit firms, inclining them to 
be more likely to give going concern qualifications. 
Furthermore it is possible that larger firms may be 
subject to greater competitive pressures. 


Summary and conclusions 


This paper seeks to assess the value of the audit 
report in going concern uncertainty situations. Àn 
audit report is deemed of value if it results from 
both a technically competent and independent 
audit process. The paper explores the association 
between rates of going concern qualification 
(GCQ), representing auditor decision outcomes, 
and those factors which might influence the audi- 
tor's competence and independence. The study is 
based on an analysis of GCQ rates in the UK 
during the decade 1977—1986 when only 26% of 
failing companies in our sample were qualified on ` 
a GC basis prior to bankruptcy. 

A positive relationship is found between the 
objective likelihood of company failure and the 
probability of a GCQ. However, the GCQ rate 
appears low unless the likelihood of failure is very 
high. Only a combination of both a very weak 
financial position and imminence of the failure 
event produces a GCQ rate in excess of 5094 for 
failed companies. This evidence may be consistent 
with auditors displaying a relatively low level of 
competence. Alternatively, auditors may be assign- 
ing a relatively high weight to those factors militat- 
ing against giving a GCQ in order to preserve their 
future economic interest in the client, unless the 
likelihood of failure is in fact very great. It would, 
therefore, appear that both issues of auditor 
competence and auditor independence may 
demand attention in the context of GCQ decisions. 

Sampled companies with GCQs exhibit a stat- 
istically significant (at the 10% level) higher rate of 
auditor switching. This finding may support the 
perception that fear of auditor switching could 
influence the audit firm against giving a GCQ. This 
is an area where further research may be war- 
ranted. Furthermore, there may well be a dis- 
crepancy between the objective likelihood of losing 
the client, as studied here, and the auditor's percep- 
tion of this likelihood. 
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Paradoxically, the majority of companies receiv- 
ing a GCQ survive. The implication is that the 
fear of a self-fulfilling prophecy should not present 
a threat to auditor independence. To examine 
this issue more explicitly, the failure rates of 
matched samples of qualified and non-qualified 
companies were compared directly. No difference 
whatsoever was found. Our evidence provides no 
support for the objective reality of the self-fulfilling 
prophecy argument. Further research may need 
to focus on perceptual issues and beliefs of the 
parties involved rather more than on the objective 
reality. 

The group of UK Big Nine firms is not found to 
provide a consistently higher rate of GCQs than 
other audit firms, thus suggesting that concern 
regarding the relative degree of independence and 
audit quality of smaller firms may be overstated. 
However, to gain a deeper understanding of the 
impact of audit firm size, further research needs to 
consider alternative ways of partitioning by size, 
and analysing firms' client health profiles. 
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Incentive Effects of Assigned Goals 
and Compensation Schemes on 
Budgetary Performance 

Victor A. Fatseas and Mark K. Hirst* 


Abstract— This study examines the combined effects of two management interventions, assigned goals and monetary 
compensation, on performance in a routine task. It investigates the effects of assigned goals (four goal levels: low, 
medium, high, impossible) and three tvpes of compensation scheme (fixed-pay, piece-rate and budget-based). A 
laboratory experiment involving 180 undergraduate accounting students showed that, in some circumstances, 
assigned goals dominated performance effects while, in other circumstances, monetary incentives played a major role. 
Over medium to high levels of difficulty, assigned goals had a positive and dominating effect on performance, 
regardless of type of compensation. When the assigned goal was low, however, performance-contingent pay schemes 
had an additive effect on performance, while at an impossible goal level, budget-based incentives had a negative effect 
on performance. Of the interventions tested, the highest performance resulted from using incentive-based 
compensation when the budget (assigned goal) was relatively low (8096 achievable). 


The effects of assigned goals, monetary compen- 
sation, and type of monetary compensation scheme 
on performance have received considerable atten- 
tion from researchers in accounting and organis- 
ational behaviour (e.g. Demski and Feltham, 1978; 
Chow, 1983; Locke et aL, 1981). This is not 
surprising given the magnitude of the positive 
effects on performance. For example, a review of 
prior studies by Locke et al. (1980) showed a 
median improvement in performance of 16 percent 
from establishing goals and 30 percent from intro- 
ducing individual, monetary incentives. 

A central concern in previous studies has been 
the independent effects of goals, monetary incen- 
tives and type of incentive schemes on performance 
(Chow et al., 1988). Yet, there is evidence that 
these management interventions are likely to be 
intimately related in practice. For example, there 
are several field studies documenting the use of 
goals in the presence of fixed-pay compensation 
Schemes (for a review see Locke et al., 1981). In 
addition, goals and monetary compensation are 
inextricably linked in budget-based compensation 
Schemes. Further, there is evidence that subordi- 
nates in work groups, which face piece-rate 
compensation schemes, tend to self-assign goals 
(Roy, 1852, 1953; Yetton, 1979). Accordingly it is 
surprising that few studies have examined the joint 
effects of these management interventions. 

An exception is the study by Chow (1983) who, 
inter alia, investigated the combined effects of 





*The authors are, respectively, Professor of Accounting at 
Charles Sturt University and Price Waterhouse Professor of 
Accounting at the University of New South Wales. 


assigning goals (using medium and high goal 
levels) and type of compensation schemes (fixed- 
pay, piece-rate and budget-based) on performance. 
He proposed that assigned goals and type of 
compensation scheme would affect performance 
independently as well as interactively. Although 
unable to provide support for an interactive 
relation, Chow showed that assigned goals and 
type of compensation scheme had an independent 
and additive effect on performance. 

These intuitively reasonable results would seem 
to have straightforward implications for control 
system design. That is, performance improvements 
can be secured by both assigning difficult goals! 
and establishing a contingent-pay reward system. 
However, some care is required in accepting these 
prescriptions. In particular, Chow's (1983) results 
might only be applicable to situations involving low 
goals, even though it was intended (Chow 1983, 
p. 673) that subjects in the experiment face either 
medium or high goal levels. Learning in the pre- 
test session may have caused both goal levels to be 
‘easier than they were meant to be’ (Chow, 1983, 
fn. 9). Indeed, on average, all of the treatment 
groups outperformed the intended ‘medium’ goal 
difficulty level, and 60 percent of the treatment 
groups outperformed the intended ‘high’ goal level 
(see Table 6, Chow, 1983, p.676). If the goal 
manipulations were invalid, then it remains to 
investigate the effects of assigned goals and type of 
compensation scheme on performance at medium 
and high goal levels. 





'See Waller and Chow (1985, р. 472) for a contrary view 
which suggests that goal setting has no beneficial effort effects. 
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Environmental Stimuli 


Expectancy 
Theory 


Assigned goals 
Monetary incentives 
Feedback 

Participation 

Work group norms etc. 


Figure 1 
Determinants of Performance 


The aim of this study is to extend prior research 
by investigating the effects of assigned goals 
and three types of compensation scheme: fixed- 
pay and piece-rate schemes and a budget-based 
Scheme structured to provide a bonus for goal 
achievement plus piece rates for above-goal 
performance. We provide evidence from a 
laboratory experiment which, in addition to the 
compensation scheme treatment, involves a more 
complete manipulation of goal difficulty, set at 
four levels: low, medium, high and impossible. It 
was found that, in general, assigned goals tended 
to have the dominant impact on performance, 
while monetary incentives tended to dominate in 
two situations. When the assigned goal was low, 
incentive pay schemes had an additive effect on 
performance while, at an impossible goal level, 
budget-based incentives had a negative effect on 
performance. Of the interventions tested, the 
highest performance resulted from using а 
budget-based compensation scheme in which the 
budget (assigned goal) was relatively low (80% 
achievable). 


Framework. and hypotheses 


Overview 

Figure 1 presents a simplified framework for 
examining the motivational effects of various 
environmental stimuli, including assigned goals 
and type of compensation scheme, on perform- 
, ance. This framework, like more elaborate models 

' (e.g. Locke, 1968; Hollenbeck and Klein, 1987, 
Riedel et aL, 1988), assumes that stimuli affect 
performance via cognitive activity that involves the 


7 > демејортеп! of plans and the subsequent choice 
"of personal goals or intentions. The choice of 


personal goals is often modelled using expectancy 
theory (e:g. Dachler and Mobley, 1973; Mento et 
al.,. 1980; Klein, 1988; Riedel ег al., 1988). In 
essence, expectancy theory predicts that individ- 
uals. will choose goals with the greatest motiva- 
tiorlal force. The motivational force for a 
' particular goal is determined by beliefs (called 
expectancies) about the likelihood of various out- 


——— — —— Cognitive Activities 


Development of 
plans and 
personal goals 
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——————2 Outcome 


Goal Setting 
Theory 


Performance level 


comes associated with task performance, and the 
utility (or valence) derived from these outcomes 


. (Ronen and Livingstone, 1975). 


Consistent with more elaborate models (e.g., see 
Locke et al., 1984; Riedel ег al., 1988), the right 
hand side of Figure 1 shows that personal goals are 
an important, immediate determinant of perform- 
ance. The lirk between these two variables is the 
focus of goal setting theory (Locke, 1968; Locke et 
al., 1981). Considerable evidence supports a strong 
positive, linear relation between specific, difficult 
(personal) goals and task performance (Locke 
et al., 1981; Mento et al., 1987).? Given a positive 
relation between effort level and performance, it 
follows that the more difficult the personal goal, 
the higher the performance. 

In short, expectancy theory explains the choice 
of personal goals, and from goal setting theory it 
can be argued that performance is a positive 
function of personal goal difficulty. 


Choice of Personal Goals: The Role of Assigned 
Goals and Monetary Compensation 

In the absence of monetary compensation, 
individuals tend to choose (i.e. accept) assigned, 
specific goals as their personal goals (Locke et al., 
1981). Such choice can be explained in expectancy 
theory terms by suggesting that goal attainment is 
typically valued and presumed. Assigned goals are 
valued because they provide an unambiguous 
signal about the desired, and therefore rewarded, 


.level of performance. These rewards range from 


intrinsic rewards, involving feelings of competence 
and achievement (Hirst, 1988) to extrinsic rewards, 
including the approval of the person who assigned 
the goals (Locke et al., 1981). In short, assigned 











?Strictly, previous studies show a positive relation between 
specific, difficult, assigned goals and task performance. 
However, they also show that assigned goals are typically 
accepted. Consequently the above claim rests on the assumption . 
that accepted goals are chosen as personal goals (see Mento et 


al., 1980, for a supporting view, and Hollenbeck and Klein, 


1987, for an. opposing view). 
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goal levels have valence and, other things equal, 
will be chosen above other goals.? 

The attainability of assigned goals might be 
presumed because past experience has shown such 
goals to be attainable (Merchant and Manzoni, 
1989). or prior instances of failure (to meet goals) 
are attributed to learning and/or external factors 
(e.g. bad luck or the actions of others). This latter 
conjecture, in part, explains the robustness of goal 
acceptance, even to impossible goals in laboratory 
settings (Locke et al., 1981; Locke, 1982; Garland, 
1983; Erez and Zidon, 1984). 

The payment of money, combined with assigned 
goals, provides an additional extrinsic reward, 
designed to reinforce choice of a personal goal 
commensurate with the assigned goal. Thus, 
monetary rewards are provided to increase the 
valence of assigned goals in order to foster their 
selection in preference to inferior goals. Monetary 
payments appear to succeed in promoting goal 
commitment (Locke, 1981). Thus, in general, we 
would expect performance to be a function of 
assigned goal difficulty, regardless of the type of 
compensation.* When monetary incentives are tied 
to performance, however, they may induce the 
choice of personal goals and effort levels which are 
at variance with assigned goal levels; this is most 
likely to occur at the extremes, when assigned goals 
are very easy or very difficult. 

When a goal is perceived to be obviously low 
and easily achievable, either initially on assign- 
ment, or from feedback during task performance, 
a further choice opportunity arises in respect of 
personal goals for individuals receiving piece-rate 
or budget-based compensation. Because extra 
effort will result in a significant performance 
increase, and hence a relatively substantial increase 
in monetary and other rewards (e.g. feelings of 
competency and approval), individuals will tend to 
choose a higher personal goal, and perform above 
the assigned (low) goal level. In economic terms, 
the marginal reward to the next unit of effort 
exceeds its marginal cost. Prior evidence supports 
this prediction (Mowen et al., 1981; Matsui et al., 
1981; Chow, 1983). That is, given an assigned low 
goal, piece-rate and budget-based compensation 
have an additive effect on the choice of personal 
goals and hence performance. 





3Goals lower than assigned goals will attract fewer rewards 
(if any) and, accordingly, they will be less valued. Moreover, 
although the assignment of goals provides a clear signal about 
the performance levels necessary for rewards, such assignment 
provides no signal about the additional rewards for perform- 
ance above the assigned goals. Given that these additional 
rewards are few (and perhaps non-existent), then it is likely that 


assigned goal levels will be preferred to higher goal levels’ 


because the latter can be achieved only at some cost 
(e.g. additional effort). 
*Those who argue that fixed-pay people will shirk ig ignore the 
_ effects of assigned goals in promoting performance. 
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At a medium assigned goal level the likely 
performance of individuals receiving piece-rate or 
budget-based compensation is unclear. Evidence 
from Mowen et al. (1981) shows that above-goal 
performance was not forthcoming at the 
medium goal level, despite the potential to increase 
monetary earnings. We speculate that this is 
because the marginal return is less than the cost 
of the marginal effort required to outperform 
an assigned medium goal. What rewards remain 
after the assigned goal has been reached are mostly 
monetary; rewards such as social approval and 
feelings of competency and achievement are 
likely to be fully realised on goal achievement 
because the goal is considered to be reasonably 
demanding. Therefore the marginal return for 
further effort is probably relatively low. At the 
same time, the marginal cost may be high, given 
that above-average effort is required to outperform 
a medium goal. Hence, on the basis of prior 
evidence, we tentatively predict that, given an 
assigned goal of medium difficulty, above-goal 
performance would not be expected from 
individuals receiving piece-rate or budget-based 
compensation.? 

At higher goal levels piece-rate performance is 
expected to be directed towards the assigned goals 
because all effort is rewarded even if a goal is not 
achieved. At a high (assigned) goal level budget- 
based compensation is likely to result in personal 
goal choice and performance aimed at the assigned 
goal level. The assigned goal and budget-based 
rewards provide reinforcing signals about the 
desired, and hence rewarded, level of performance. 
Certainly there is more pressure than under piece 
rates to avoid sub-goal performance and loss of 
bonus. 

When a goal is perceived to be unattainable, and 
effort expended in trying to reach it is almost 
certain to be unrewarded, the assigned goal would 
be rejected. Thus individuals assigned an imposs- 
ible goal and subject to a budget-based ‘contract 
(of the type proposed in this study) would be 
very sensitive to outcome feedback during task 
performance. Once it is realised that the (budget) 
goal is unattainable and that efforts to reach it are 
almost certain to be unrewarded, there would be a ~ 
downward revision in personal goal level and a 


diminution in effort and performance, resulting in 7 


performance below the assigned goal level. Mowen ` 
et al. (1981) provide evidence that budget-based 
performance declines to a level below correspond- 
ing piece-rate performance and well below goal 
level. 





5Even so, this conclusion is conditional on the size of piece 
rates. Consistent with expectancy theory, above-goal perform- 
ance would be predicted given sufficiently high piece rates. ‘At 
issue is whether the required level of piece rates (to promote 
above-goal performance) has external validity. 
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In summary, other than at the low goal level, 
above-goal performance would not be expected, 
and thus there should be no additive effects attribu- 
table to piece-rate or budget-based compensation 
over the medium to impossible goal range. At the 
impossible goal level, budget-based compensation 
would be expected to have a negative effect on 
performance. . 

The above predictions can be summarised and 
formalised into hypotheses. Fixed-pay perform- 
ance should be directed at the assigned goal levels, 
so that average fixed pay performance should 
increase with increasing goal difficulty. That is, it 
should be a positive, linear function of assigned 
goal difficulty. . 

Formally, апа in ANOVA terms: 


Hypothesis 1 (H1): 
There will be a linear trend for fixed-pay 
performance across the entire range of goal 
difficulty [i.e., low (L), medium (M), high (Н) 
and impossible (I)]. 


Note, that if fixed-pay performance is simply a 
' function of assigned goal difficulty, then it follows 
that the performance of fixed-pay groups can be 
used to assess the possibility of additive effects 
of piece-rate and budget-based compensation 
schemes. To illustrate, for a given level of assigned 
goal difficulty, performance differences between 
fixed-pay and piece-rate groups can be attributed 
to the additive (main) effects of piece-rates. 

Piece-rate performance at the low goal level 
should be above the assigned goal; and in the 
medium to impossible goal range, average piece- 
rate performance should increase with increasing 
goal difficulty. That is, performance should be a 
positive, linear function of assigned goal difficulty 
over the M-H-I goal range. Note that, except for 
performance at low goal level, this prediction is the 
same as that for fixed-pay performance—assigned 
goals dominate the effects of piece rates on 
performance. Accordingly, in the medium to 
impossible goal range, no difference is expected 
between fixed-pay and piece-rate performance. 
In this range, and in contrast to Chow (1983), 
piece-rates will not have an additive effect on 
performance. 

More formally, and in ANOVA terms: 


Hypothesis 2a (H2a): 
There will be a linear trend for piece-rate 
performance over the M-H-I range of goal 
difficulty; and 


Hypothesis 2b (H2b): 
There will be no compensation scheme main 
effect (i.e. fixed-pay versus piece-rate) over the 
M-H-I range of goal difficulty. 


Budget-based performance at the low goal level, 
like piece-rate performance, should be above goal 
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level; over the medium and high goal levels average 
budget-based performance should increase with 
increasing goal difficulty, i.e. performance should 
be a positive, linear function of goal difficulty; and 
at the impossible level, performance should be well 
below goal, and below piece-rate or fixed-pay 
performance. Thus over the medium to impossible 
goal range, average budget-based performance 
should reflect a quadratic function, rising with 
increasing goal difficulty over the medium to high 
goal range (like fixed-pay and piece-rate perform- 
ance), but then falling over the high to impossible 
goal range because of goal rejection. 
More formally, and in ANOVA terms: 


Hypothesis 3a (H3a): 
There will be a quadratic trend for budget- 
based performance over the M-H-I goal 
range; and 


Hypothesis 3b (H3b): 
There will be no compensation scheme main 
effect (Le., fixed-pay versus budget-based) 
over the M-H range of goal difficulty. 


Given our predictions about compensation 
scheme additive effects at the low level and budget- 
based negative effect at the impossible level two 
further hypotheses are suggested. First, at the low 
goal level, because fixed-pay performance is 
expected to be at the assigned goal level, while both 
piece-rate znd budget-based performance should 
be above, it is expected that contingent compen- 
sation performance wili exceed fixed-pay perform- 
ance. Second, at the impossible goal level, while 
fixed-pay and piece-rate performance will be 
directed at the assigned goal, budget-based per- 
formance is expected to decline significantly, to be 
below both fixed-pay and piece-rate performance. 
More formally and in ANOVA terms: 


Hypothesis 4 (H4): 
At the low goal level, the average of piece-rate 
and budget-based performance will exceed 
fixed-pay performance; and 


Hypothesis 5 (H5): 
At the impossible goal level, the average of 
piece-rate and fixed-pay performance will 
exceed budget-based performance. 


Research method 


Design, Subjects and Task 

To test the above hypotheses, a 4 x 3 factorial 
laboratory experiment was conducted. Subjects 
were randomly assigned to one of four goal levels 
and one of three compensation schemes. The 
subjects consisted of .180 full-time students 
(114 males, 66 females, average age 21.47 years) 
from a final-year, undergraduate management 
accounting course. There were 15 students in each 
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treatment group. Students were told that partici- 
pation was a course requirement for which they 
would receive course credit and, in addition, that 
they would receive payment for the task. 

The experimental task was a slightly modified 
version of the Chow (1983) task. It involved 
decoding randomly sequenced three-digit represen- 
tations of letters of the alphabet arranged in lines 
of ten character representations. 


Experimental Treatments 

Goal levels for the experiment were determined 
from a pilot test administered to 40 students from 
the same accounting unit in the previous semester. 
No treatments were administered, students being 
asked simply to do their best. The mean perform- 
ance level was 17.7 lines and the standard deviation 
3.69 lines. On the basis of these results, four goal 
levels were set: Low Goal of 14.6 lines correctly 
decoded (probability of 0.8 achieving), Medium 
Goal of 17.7 lines (p = 0.5), High Goal of 20.8 
lines (р = 0.2) and Impossible Goal of 27.0 lines 
(no subject could reach this in pilot test). 

All three compensation schemes involved actual 
payments. Fixed-Pay (FP) was set at $5 for the 
15-minute task regardless of level of performance. 
Piece-Rates (PR) were set at 28 cents per line so 
that approximately $5 would be earned at the 
17.7 medium goal level. The Budget-Based (BB) 
scheme offered $1 for participating and bonuses for 
goal achievement or better, and was structured as 
follows: 


К=а+с+а у —x) 


c=0ify<x 

(bx —a)ify >x 
d=0ify <x 

bify >x 


where: 


R = total reward 

a = $1 fixed payment for participating 

b = 28 cent piece-rate per line decoded 

x = goal in lines of decoding | 

y =actual performance in number of lines 
correctly decoded 


The size of the bonus, c, was communicated 
simply as a fixed sum and varied with each goal 
level to ensure equality with PR compensation. 
Thus if BB subjects reached or bettered their goal 
they received the same sum as subjects on piece 
rates for equivalent performance. 


Procedure 

The experiment was administered in two lecture 
periods six hours apart. As students arrived at the 
lecture room they were randomly assigned to a 
treatment group. Then they were sent to one of 12 
rooms, one for each of the treatments. 
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On arrival at the relevant room each subject was 
given a package containing Instructions, a Decod- 
ing Key and a Decoding Sheet which contained 28 
lines of ten coded characters. Subjects read the 
instructions which indicated the nature of the task, 
their goal level and the structure of their compen- 
sation scheme. 

Task requirements were also described to them 
after which subjects answered a set of questions to 
verify their understanding ‘of their goal and 
payment instructions. Subjects were then issued 
with answer sheets on which to record their 
decodings and commenced the 15-minute task. At 
the conclusion of the task a post-test questionnaire 
was completed. The questionnaire provided 
demographic details, information about the 
payment scheme and strategy adopted, and 7- -point 
scale responses to several questions concerning 
goal difficulty, specificity and commitment. 


Manipulation Checks 

Information about the effectiveness of the exper- 
imental instructions and treatments was analysed 
to assess subjects’ understanding of the task as well 
as the validity of the experimental manipulations. 
Analysis showed that: with a few exceptions, 
subjects understood the goal and payment 
instructions; goal difficulty was successfully manip- 
ulated; and assigned goals were acceptable. 


Analysis Used for Hypothesis Testing 

In general, ANOVA procedures were used to 
test the hypotheses. Given the specific predictions 
about expected effects, a set of planned contrasts 
was conducted. Obtained F values were compared 
with Bonferroni-adjusted critical F values which, in 
determining significance levels, controls familywise 
error rate.’ 


Results 


The results in Table 1 provide support for НІ. 
There is a linear trend for fixed-pay performance 
across the entire range of goal difficulty, 





This analysis is available on request from the authors. Five 
subjects incorrectly recorded their assigned goal; three subjects 
incorrectly indicated that they were not offered payment; and 
thirteen subjects incorrectly described the nature of their 
compensation scheme. Excluding these subjects from the 
analysis did not, in essence, change the results or conclusion in 
the paper. 

"The Bonferroni inequality implies that, if each of k contrasts 
is tested separately with an « level test, the probability of one or 
more Type I errors cannot exceed Ка (Hays, 1981, pp. 435-437). 
To control the familywise error rate in factorial experiments 
each test employs a critical F value of F(x/k), where К refers to 
the number of planned contrasts in the family in question. Each 
main effect (A and B) and the interaction (AB) are considered as 
separate families of contrasts. In this experiment, for example, 
k — 3 for goal effects contrasts. Consequently, at the 5% level of 
significance, the critical F value for each of the goal effects 
contrasts would be F.05/3; 1; 168 = 5-73. 
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Table 1 
Summary of Analysis of Variance 

Source DF MS Significance 
Total SS: 2455-370 179 

Contrasts 
1 Hl: 


97.810 7:890 


FP(Linear Trend; ND 
98-647 7:958 


1 
PR(Linear Trend; M,H,I 1 
FP v PR(Main Effect; M, HT) 1 1399 0112 
BB(Quadratic Trend; M Н, І 1 17-778 1-435 
FP v BB(Main Effect; M Н) 1 30531 2:463 
FP v (BB+ PR) (L) 1 186043 15-008 
BB v (PR + FP) (D 1 48547 3916 
8 


16 12:396 





Note: FP = fixed pay; PR = piece rates; BB = budget based; v = versus 





F(1,168) = 7,890, p < 0.05. This is reflected in Ше. 


Table 2 25 pattern of cell means shown іп Table 2 and in the 
Мв oes Deviation) of Performance for factorial plot of cell means in Figure 2. These show - 

performance responding to assigned goals by 

Compensation Scheme increasing from 14.37 lines at the low goal to 17.85 

хей pay Piece-rates Budget-based | lines at the impossible goal. · 

Goal-level i (28cjline) (81 + bonus Similarly, the results in Table 1 show a linear 

14:37 | * mir trend for piece-rate performance over the M-H-I 

(1-75) ; (2-66) range of goal difficulty (i.e. H2a), F(1,168) = 7.958, 

15:37 : 16-83 p «0.05. Table 2 and Figure 2 support the pre- 

(1-87) (3:08) dicted, positive relationship between assigned goal 

538 | ud difficulty and piece-rate performance over the 

парење EFA | E medium to impossible goal range (from 15.00 lines 

(3-63) А (3-84) to 18.63 lines) Further, the first compensation 





scheme main effect contrast in Table 1 supports 


Fixed Pay 


pi 
~ 


Budget Based 


Performance (lines) 
= 
ON 


n 
uw 


20.8 27.0 
i Impossible 


level of goal difficulty 


Figure 2 
Factorial Plot of Cell Means 
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H2b. There is no significant difference between 
fixed-pay performance and piece-rate performance 
over the M-H-I range of goal difficulty, 
F(1,168) = 0.112, NS. 

Unexpectedly, the results in Table 1 do 
not support H3a. The quadratic trend for 
budget-based performance is not significant, 
F(1,168) = 1.435, NS. Table 2 and Figure 2 show 
that budget-based performance was in the direc- 
tion hypothesised, with an increase in performance 
over the M-H goal range (from 16.83 lines to 17.77 
lines) and a decrease in performance over the H-I 
goal range (from 17.77 lines to 16.03 lines). 
However, the second compensation scheme, main 
effect contrast in Table 2 supports H3b, showing 
no difference in the fixed-pay linear trend and the 
budget-based linear trend over the M-H range of 
goal difficulty, F(1,168) = 2.463, NS. Taken 
together, these two results indicate that budget- 
based performance responded to the assigned goals 
over the M-H range; that there was no significant 
difference between fixed-pay performance and 
budget-based performance over this range; but 
that budget-based performance did not decline as 
much as expected at the impossible goal level. 

The results in Table 1 also support H4. At the 
low goal level there is a significant difference 
between fixed-pay performance and the average of 
piece-rate and — budget-based performance, 
F(1,168) = 15.008, p < 0.05. As predicted, Table 2 
and Figure 2 show that piece-rate and budget- 
based subjects outperformed fixed-pay subjects at 
the low goal (18.19 lines and 19.18 lines versus 
14.37 lines respectively). 

Finally, there is moderate support for H5 shown 
in Table 1. Although there is a difference between 
budget-based performance and the average of 
fixed-pay and piece-rate performance at the 
impossible goal (IG) level, it is only significant at 
the 10% level, F(1,168)— 3.916, p «0.10. As 
expected, Table 2 and Figure 2 show that, at the 
impossible goal level, budget-based performance 
was less than that recorded by both fixed-pay and 
piece-rate subjects.(16.03 lines versus 17.85 lines 
and 18.63 lines respectively). 


Discussion 


With one exception discussed below, the hypoth- 
eses in this study were supported by the results. As 
these hypotheses were based on expectancy theory 
and goal setting theory, the present study provides 
support for these theories. Consistent with previous 
attempts at integration (e.g. Klein, 1988; Riedel et 
al., 1988), expectancy theory provided a means for 
predicting the choice of personal goals, and goal 
setting theory provided a means for predicting the 
relation between personal goals and task perform- 
ance. While the performance implications of these 
theories were tested here, future studies might 
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provide more specific/direct tests by examining the 
effects of assigned goals and monetary compen- 
sation schemes on intermediate variables such as 
expectancy, valence and the level of personal goals. 

Taken together, the results indicate that neither 
assigned goals nor money is unequivocally 
dominant in influencing performance. In general, 
assigned goals are important and tend to have the 
dominating effect. Monetary incentives dominate, 
however, in two situations: first, when it seems 
possible that earnings can be increased substantially 
by working harder, or second, when it seems almost 
certain that effort expended will be unrewarded. 
The former occurs in the presence of incentive pay 
schemes and an assigned goal which is low and 
easily achievable. The second situation occurs when 
a budget-based compensation scheme is combined 
with an impossible assigned goal, leading to goal 
rejection and low performance. Thus, incentive pay 
schemes have an additive effect when an assigned 
goal is low, and a budget-based scheme has a 
negative effect when an assigned goal is impossible. 
These results qualify the claims that monetary 
incentives exert an independent and additive influ- 
ence on performance (e.g. Pritchard and Curts, 
1973; Terborg, 1976; Terborg and Miller, 1978). 

Previous studies (Mento et al., 1980; Garland, 
1983) have shown that assigned goals, even in the 
presence of normative information about objective 
goal difficulty, are the most important predictor of 
personal goals and performance. The present study 
extends this prior work by suggesting that monet- 
ary incentives also are an important determinant of 
personal goals and performance, and that in some 
cases monetary rewards are likely to dominate 
assigned goals. 

The results suggest that budget-based rewards 
might have a beneficial effect on performance via 
an increase in goal commitment. To explain, 
Table 2 and Figure 2 show that, while not 
significant, at both the medium and high goal levels 
budget-based performance was higher than either 
the piece-rate or fixed-pay performance. Interest- 
ingly, Mowen et al. (1981) observed a similar 
phenomenon. Future studies might examine the 
potential for budget-based rewards to induce 
relatively high performance via an increase in goal 
commitment. 

Where assigned goals are set at the impossible 
level, budget-based incentives cause a deterioration 
in performance relative to fixed-pay and piece-rate 
schemes.) This negative effect of budget-based 





*The performance effects of fixed-pay and piece-rate schemes 
are also consistent with previous studies (e.g. Locke, 1982; 
Garland, 1984, 1983; Erez and Zidon, 1984) which confirm that 
assigned, impossible goals are accepted where the task is simple 
and monetary rewards are not contingent on goal achievement. 
It remains unclear, however, whether these effects would obtain 
in circumstances where the failure to reach assigned goals is 
both persistent and of significant magnitude. 
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rewards is entirely consistent with previous 
findings (Atkinson, 1958; Mowen et al., 1981), 
and can be explained by goal rejection which 
results from tying important rewards to an 
impossible goal. Notice that the decline in 
performance is exacerbated by restricting rewards 
to goal attainment, and therefore signalling that 
partial success :is not worthwhile. A тоге 
complex incentive package that rewards partial 
success may overcome this problem. For example, 
an incentive package which has a piece-rate 
element (for below-goal performance) and a 
bonus element for budget attainment may have 
the advantage of keeping individuals ‘interested’ 
in goal attainment, even at the impossible goal 
level. 

For completeness, the results from testing H3a 
were surprising and deserve some comment. 
Although the data supported the predicted increase 
in performance over the medium to high range of 
goal difficulty and the subsequent decline at the 
impossible goal, the predicted quadratic trend was 
not significant, because in ANOVA terms, the 
between-group variance was relatively small (see 
Table 2). There are two factors contributing to 
this. First, budget-based performance was below 
goal over the M-H range, the discrepancy 
increasing with goal difficulty. Thus, the increase 
in performance over the M-H goal range was less 
than expected and contributes to the relatively 
small between-group variance. Second, the decline 
in budget-based performance at the impossible 
goal level may have been constrained because the 
present single-trial experiment did not provide 
sufficient time for participants to revise 
(downwards) expectancies about goal achieve- 
ment. If so, this levelling of performance over the 
H-I goal range would also contribute to the small 
between-group variance. Given sufficient time 
(trials), subjects would learn that the expectancy of 
goal achievement approached zero at the 
impossible goal. To the extent that this causes 
an increase in the incidence of goal rejection, it 
follows that H3a might be supported in other 
experimental and, perhaps more importantly, field 
settings. 

An interesting and unexpected result was that, 
of all the interventions tested, the highest per- 
formance resulted from the combination of 
incentive-based compensation and a low goal 
which was 80% achievable. It could be argued that 
the low goal is effectively non-existent for the 
piece-rate and budget-based groups. If so, this 
result would underline the power of incentive 
compensation schemes independently of assigned 
goals. Interestingly, these results support the find- 
ings in the Merchant (1989) field studies, providing 
empirical justification and explanation for the rela- 
tively easy budget targets which were achievable 8 
or 9 years out of 10. Although Merchant cites 
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other reasons’ for corporate managers allowing 
profit centre managers to operate with highly 
achievable budgets, it may well be that setting 
low goals in association with performance- 
contingent compensation will consistently elicit 
high performance 

Finally, it should be acknowledged that, like all 
laboratory experiments, this one has its limitations. 
First, subjects initially lacked performance-related 
data, either from personal performance in a pre- 
test, or of a normative form (e.g. 95% of people 
can attain this goal). It might be claimed that this 
is problematic when testing hypotheses based on 
expectancy theory because subjects are assumed to 
combine probabilities of goal achievement and 
goal value in choosing personal goals. This 
concern, however, discounts the initial description 
of the task, as well as the role of feedback during 
task performance, as a means for developing beliefs 
about goal achievement. Indeed, it is probably this 
feedback that provided piece-rate (budget-based) 
subjects with information supporting their choice 
of personal goals above (below) the low (imposs- 
ible) assigned goal level? Even so, a multi-trial 
experiment might permit finer calibration of 
estimates of probability of goal achievement. 

A second, related point is whether stable results 
are obtainable from a single-trial experiment. 
Multiple trials, it is generally agreed, produce 
steady-staze circumstances. It remains to examine 
the likely effects on our results of a multi-trial 
study. 

Third, this experiment is also limited because it 
has investigated only a narrow set of purposes 
served bv goals. Budgets and budget targets 
serve multiple purposes, including motivation of 
performance, planning and co-ordination of activi- 
ties, evaluation of managerial and segmental 
performance, and reward systems (Merchant and 
Manzoni, 1989). Further, Waller and Chow (1985) 
note that studies on the motivational effects of 
assigned goals and money have tended to be 
incomplete because they have ignored the self- 
selection effects of compensation contracts. 
Indeed, they argued that compensation contracts 
are important in attracting the right workers whose 
effort effects are pre-committed. In this context, 





"These include improving the predicitability of corporate 
earnings and sales, improving resource planning because of 
more reliable numbers, reducing the cost of control because of 
lack of negative variances calling for investigation, providing a 
competitive tota] compensation package, making managers feel 
like winners, and providing operating feedback to stimulate 
creative ideas for business development. 

‘Note that these situations provide the best test of 
expectancy theory in the present study because a clear choice 
exists between the two signal/reward packages. 

“Note, however, that in a 10-trial experiment Garland (1983) 
found that normative information about goal difficulty did not 
influence personal goals or significantly affect performance. 
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they question the relevance of management inter- 
ventions, such as goal setting, that aim to further 
motivate workers. 

The apparent inconsistency between the findings 
in the present study and those of Waller and Chow 
(1985) suggests the need for further investigation. 
Subjects in the present study were assigned to 
compensation schemes, and responded to sub- 
sequently assigned goals. In Waller and Chow's 
study, however, subjects were assigned goals and 
then asked to select a compensation scheme, with 
the result that assigned goals appeared to have no 
motivational effects on performance. In practice, 
Waller and Chow's sequence of choices is probably 
reversed: contract selection may precede standard 
setting (see Chow, 1983, p. 672, fn. 6). It would be 
interesting to investigate whether goal setting has 
an effect when contract selection precedes it, and 
whether performance capability influences contract 
selection in the absence of assigned goals. 
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Perceptions and Attitudes of Different. 
User-groups to the Role of the Budget, 
Budget Pressure and Budget Participation 


Stephen R. Lyne* 


Abstract—This paper examines the perceptions and attitudes of three distinct user-groups to three important 
budget-related issues. The three user-groups are: accountants, senior non-financial managers and first line managers, 
each of which hes direct contact with budget data in their normal work. The issues, which have been examined by 
questionnaire and interviews in thirteen medium or large UK companies, are: (a) the perception of the role of the 
budget in medium and large companies; (b) the use of the budget as a control device, the pressure that may be felt 
when this occurs and the behavioural consequences of such pressure; (c) the degree of participation in budget setting 
and whether there is any desire for increased participation. In some instances there were important differences 
between the user-groups; in particular concerning budget pressure and participation. The general textbook picture 
of the budget-setting process was not confirmed in certain important aspects. These results raise issues concerning 
the budgetary control process, including the effects of self-generated pressure, and the desire among accountants for 


greater participation in the budget process. 


Introduction 


The literature on budgeting commonly employs 
assumptions (explicit or implicit) about the ways in 
which users within a company regard budgets. 
Relatively few empirical investigations of such 
assumptions have been undertaken, and in most 
instances the attitudes of single user-groups have 
been studied, rather than comparing different 
groups. The objective of the research reported in 
this paper is to examine the perceptions and atti- 
tudes of different user-groups to the role of the 
budget, budget pressure and budget participation. 

This paper begins by placing the empirical re- 
search within its context in the literature, enabling 
testable hypotheses to be advanced. The method- 
ology is described, the results are stated and dis- 
cussed, before final conclusions and comments are 
made. 


The context 


In an earlier paper (Lyne, 1988), the perceptions of 
the role of the budget, budget pressure and budget 
participation were examined using the same sample 
of thirteen companies as in this report, but no 
distinction was made between different user- 





*The author is lecturer in accounting at the University of 
Bristol. He acknowledges the valuable help received from 
Professor Don Egginton, comments received from the partici- 
pants at a number of conferences and seminars, the constructive 
comments from two anonymous referees, and financial assist- 
ance from CIMA. 


groups. The propositions that were stated in the 
earlier paper and the general results obtained are 
set out below. 


Proposition 1. The budget in UK companies is 
primarily intended as a forecast of expected 
future performance rather than as a motivational 
target. This proposition was generally substanti- 
ated by the results, but there was a significant 
minority of respondents who perceived some 
target element within the budget. 
Proposition 2. In UK companies, a major role of 
the budget is to act as a control device through 
the comparison and explanation of differences 
between budget and actual results. 'The results 
substantiated this proposition overall although 
other roles, such as judging performance 
and assisting profit maximisation, were also 
important. 
Proposition 3a. The use of the budget as a control 
device is likely to put pressure on employees. The 
results for this proposition were unexpected in 
that they revealed that the greatest pressure was 
internally generated by individuals themselves, 
and did not emanate from external sources, such 
- as accountants or senior managers. | 
Proposition 3b. If the pressure is great, it will be 
resented by employees and will result in dysfunc- 
tional behaviour. Although this proposition was 
drawn from a large body of literature, it was not 
substantiated by the results of the study. 
Proposition 4. The degree of participation in the 
budget-setting process in UK companies is not 
great and employees desire a greater degree of 
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participation. Both parts of this proposition 
were substantiated. 


These propositions provide a starting point in the 
present paper for the investigation of the differ- 
ences in perceptions and attitudes between the 
user-groups. Although such differences have con- 
siderable potential importance for the effectiveness 
of budgetary systems, the available evidence in the 
area is sparse and consideration in the literature is 
often of an indirect nature. 

Some writers have advanced normative theories 
which have clear underlying assumptions that ali 
parties are in agreement on important organis- 
ational matters (Taylor, 1911, p. 36; Fayol, 1949; 
Likert, 1967, pp. 4ff; Drucker, 1968, p. 410). March 
and Simon (1958), Cyert and March (1963) and 
Thompson (1967) state that organisations will seek 
to reduce uncertainty and that agreed terminology 
and agreed bases for decision making are vital to 
this end. Other writers have reported differences in 
managers' attitudes and perceptions; for example, 
Hrebiniak and Snow (1982), Norburn (1986) and 
Ireland et al. (1987). Dew and Gee (1973) reported 
a study where the majority of managers stated that 
they made little or no use of the budget. Samuelson 
(1986) hypothesised that there may be different 
roles for the budget in existence in a particular 
organisation at the same time. He found that two 
roles were most common, i.e. the role articulated 
by senior management and the real role of the 
budget. 

Thus, as a broad generalisation, it can be said 
that many theorists have emphasised the need for 
agreement and consistency with regard to organis- 
ational devices such as budgets, whereas much 
of the available evidence suggests that there is 
fundamental disagreement and inconsistencies in 
attitudes. 


Hypotheses 


In the light of the existing literature the prop- 
ositions set out in the preceding section can form 
the framework for testable hypotheses on user 
attitudes and perceptions. 

The first proposition was generally confirmed in 
the earlier paper; it is in conformity witb the basic 
textbook view of budgeting and is not contradicted 
by any of the literature reviewed. Therefore the 
following hypothesis is advanced: 


Hypothesis 1: the three user-groups will have a 
similar view of the budget as primarily a fore- 
cast of future performance rather than as a 
motivational target. 


The second proposition was also generally 
suported by the earlier study. Textbooks usually 


ACCOUNTING AND BUSINESS RESEARCH 


give prominence to a control role and again the 
academic literature does not contradict this 
proposition, Thus, the following hypothesis: 


Hypothesis 2: the three user-groups will each 
believe that the major role of the budget in their 
company is as a control device. 


The hypotheses for the propositions that relate 
to budget pressure are less straightforward. There 
is ample evidence in the literature that using the 
budget as control device will produce pressure on 
those being controlled and that excessive pressure 
will cause resentment and dysfunctional behaviour 
(Argyris, 1952; Hofstede, 1968; Onsi, 1973; Kennis, 
1979). 'The results for proposition 3a indicated that 
pressure was experienced by a large majority in the 
sample, but the greatest source of pressure was 
internally generated. This leads to the following 
hypothesis: 


Hypothesis 3a: the three user-groups will agree 
that the use of the budget as a control device will 
produce pressure on employees. 


Proposition 3b was not supported by the evi- 
dence in the earlier study, as 86% of the respon- 
dents considered increased pressure would be 
beneficial. It is quite plausible that this unexpected 
result was produced by having both accountants 
and managers in the sample, as accountants are 
not likely to be controlled by the budget in the 
same manner as managers. It is also possible that 
the perceptions of accountants as users may be 
influenced by their roie as preparers or by their 
professional training which includes the prep- 
aration of budgets. Thus, they may not experience 
budget pressure in the same way as other user- 
groups and may have different attitudes towards 
dysfunctional behaviour. As a result, the following 
hypothesis is advanced: 


Hypothesis 3b: the user-groups will have differ- 
ent attitudes towards the existence of dysfunc- 
tional behaviour caused by budget pressure; 
in particular, accountants will experience less 
pressure and consequently display less resent- 
ment and less dysfunctional behaviour. 


The results of the earlier tests for the final 
proposition revealed that there was generally a low 
level of participation in budget setting but a desire 
for greater participation. A number of writers 
(including Bruns and Waterhouse, 1975; and 
Mintzberg, 1979) have suggested a general organis- 
ational principle that a company will be as cen- 
tralised as circumstances allow. When this is 
applied in the context of budgeting, one would 
expect accountants to want as little participation as ^ 
possible and thus the following hypotheses are 
advanced: 
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Hypothesis 4a: the user-groups will have similar 
attitudes towards the amount of participation 
currently experienced. 

Hypothesis 4b: the user-groups will have differ- 
ent attitudes towards greater participation; in 
particular, accountants will want greater influ- 
ence in the budget setting process and thus 
lower levels of participation from others in the 
company. 


Methodology! 


All the companies listed in a national trade direc- 
tory in six counties in the south west of England, 
and which met certain size criteria, were ap- 
proached by letter or personal contact and asked 
to participate in the research project. The criteria 
adopted were that annual turnover should be 
greater than £10m and that there should be more 
than 500 employees. Ninety companies were con- 
tacted, fifteen agreed to participate and thirteen 
produced the required data (1496 of the population 
approached). Basic details of each company are 
presented in Appendix 1. 

The existence of significant bias in the relatively 
small number of companies involved in this study 
was considered. The companies came from a wide 
range of industries, none had experienced recent 
contact with other researchers and the motivation 
to participate appeared to be different in each 
company. No other sources of bias came to the 
attention of the researcher and there are no known 
grounds for suspecting that these companies are 
atypical of UK manufacturing companies. 

A questionnaire was designed to examine the 
issues in the hypotheses stated earlier. In each 
company the questionnaire was given to a small 
group of employees from the three user-groups. 
These user-groups were selected because they were 
clearly identifiable; they occupied different pos- 
itions in the organisation and fulfilled different 
functions. The three user-groups are stated and 
described below. The abbreviation given after each 
user-group is used in certain of the tables and 
figures found in later sections. 


(a) Accountants (ACCT). There were no prob- 
lems in definition or selection of this group. 
Although it was not composed wholly of 
qualified accountants, all the members were 
above the level of clerks with many being 
part-qualified. 

Senior Non-Financial Managers (SNFM). 
This user-group came from a range of func- 
tions within the company. Typical members 
were: managing director, general manager, 
and heads of functions (maintenance, research 
and development, production etc). 


(b) 





'The methodology used in this study is described in more 
detail in Lyne (1989). 
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(c) First Line Managers (FLM). This group was 
the most difficult to identify clearly and the 
definition used in this study was ‘the lowest 
level of management where there is direct 
involvement with budget data in the course of 
normal work’. Typically this user-group com- 
prised heads of departments or cost-centres. 


Each user-group was chosen because its mem- 
bers could be clearly identified, and care was taken 
to ensure that all the respondents were typical 
members of the user-group that they represented. 
For example, all the accountants had some pro- 
fessional training and were usually located in the 
accounting department. The three user-groups 
cannot be considered as senior, middle and junior 
management, as the group of accountants spans all 
levels of management from finance director to 
unqualified cost accountant. The individuals in- 
cluded in the sample were either selected jointly by 
the researcher and the senior financial official or 
the company’s choice was examined and approved 
by the researcher. These procedures were unable to 
overcome the non-response bias inherent in ques- 
tionnaire based research, nor was it possible to 
ascertain the reasons that caused the respondents 
to take part, although the company did exert 
pressure to ensure that each respondent completed 
the questionnaire. The non-response bias is not 
considered a major problem here, as the response 
rate overall was 90%.” 

Data were also obtained through a semi- 
structured interview with a senior financial official 
(finance director or chief accountant) in each com- 
pany, usually lasting 14 to 2 hours. The interview 
fulfilled two purposes: to obtain background infor- 
mation about the company, and to ensure com- 
parability between the samples in each company, 
as described in the preceding paragraph. 

Many of the main questions were answered on 
a Likert-type scale, with scores from zero to 20. Six 
individuals were chosen from each user-group. 
This sample size was a compromise between the 
number needed for the statistical tests to be oper- 
able and the availability and willingness. of com- 
pany employees to participate. | 

For each of the hypotheses that have been 
stated, the first stage of analysis used the combined 
sample of the thirteen companies, treating data as 
samples from each of the three user-groups rather 
than as samples of particular companies. In the 





?The response rate in the thirteen companies was as follows: 


number of questionnaires number of 
returned companies 

18 1 

17 5 

16 4 

15 1 

14 2 
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second stage the results for the user-groups in each 
individual company were examined. 

This paper focuses on the responses of the three 
user-groups and, in particular, whether the user- 
groups gave similar responses. Unfortunately, 
there was no single method of presentation or 
analysis which adequately reflected the diversity of 
the data and the desired analysis. Various methods 
were used but, as the more complex techniques 
yielded little further insight, only the more straight- 
forward are reported here. 

The results are presented in two different ways 
depending on the type of question used. The first 
type required the respondent to indicate the im- 
portance of various answers to the question. None 
of the answers was mutually exclusive (Question 
C1 below is an example of this type of question). 
Questions of this type have two dimensions: the 
various possible answers listed and the three user- 
groups. The Kruskal-Wallis test? was used to test 
whether the three user-groups gave similar re- 
sponses. The null hypothesis for this test is that the 
responses show that the three user-groups come 
from the same population (or, more precisely, that 
the three population distribution functions are 
identical). Where the test reveals that the samples 
do not come from the same population, further 
investigation has to be undertaken to discover 
whether the cause lay with one or more user- 
groups. The cut-off level of significance was set at 
10%, which is at the upper end of the range 
generally accepted as significant. This level of 
significance has been chosen in the light of the 
small sample sizes and the nature of the data.* The 





The Kruskal-Wallis one-way analysis of variance is a non- 
parametric equivalent of the more common one-way ANOVA 
test and is the generalisation to n cases of the Mann-Whitney 
test. 

‘Before the Kruskal-Wallis tests were conducted, consider- 
ation was given to standardising the data in some form to allow 
for different interpretations of the scales that were used to 
record the respondents’ answers. Four such methods were 
investigated. The four standardising methods involve modifying 
the original score, x, by: 


| 1 ; 
i = where there are i parts to each question. 
x 
# 
4 I a . 
ii. — where c,— standard deviation of the i parts of the 
0; IE: 
question. 


iii. — x —x, where x; = mean of the i parts of the question. 
iv. Ee 
9; 

Each of the standardising procedures minimises a particular 
scale effect and none is obviously better than the others. Having 
examined the properties of each it was decided that method (ii) 
was appropriate for questions À and C and method (i) was 
appropriate for questions B and D. The Kruskal-Wallis tests 
were run using the standardised and original data. The results 
using the standardised data were not greatly different and it was 
decided to concentrate on the original data. 
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differences between the mean scores for the user- 
groups may appear small in some instances but this 
may mask larger differences between individual 
respondents which are used in the statistical tests. 

The second type of question required a mutually 
exclusive answer (usually yes/no) and the results 
are presented in a contingency table of 3x2 
dimensions. Using these contingency tables, the 
probability that the responses of the three user- 
groups came from the same population was tested 
using a у? test which was carried out on the 
combined samples, and an example can be seen in 
Table 4. 


Results 


Hypothesis 1—The Budget as a Forecast 


Questions СТ to C3 in the questionnaire? set out 
in Table 1, dealt with the purposes of the budget, 
and the abbreviations shown after each of the 
questions are used in certain tables later in the 
paper. The responses of the three user-groups to 
question C1 were compared by using the Kruskal- 
Wallis test and the results are presented in the 
upper section of Table 2. 

Question C1 asked the respondents to indicate 
how important a given purpose is in their com- 
pany, whereas question C2 asked how important 
the purpose ought to be. For Hypothesis 1, budget 
purpose 1 (to forecast the future) is most relevant. 
Table 2 shows that the user-groups broadly agree 
on this role, but that there is some disagreement 
over the importance which the forecasting role 
ought to have. The combined sample produced a 
significant difference at the 5% level which is not 
reflected in any individual company. This indicates 
a small bu: widespread difference between the 
user-groups. 

In Table 3 the mean response for questions C1 
and C2 is given for each user-group, and shows 
that the ‘ought to be’ responses are higher in every 
case, suggesting a general belief among all user- 
groups that the budget should have greater import- 
ance. Senior managers (SNFM) show lower mean 
scores than the other groups for the importance of 
the budget as a forecast. The forecasting role was 
ranked only fourth by the senior managers whereas 
it was considered most important by the other two 
groups. This lower ranking by the senior managers 
largely explains the significant difference for bud- 
get purpose 1 (forecasting) noted in the preceding 
paragraph. Thus it appears that senior managers 





‘The Questionnaire had sevan sections as listed below. 
A—The importance of certain objectives to the company 
B— The influence of certain groups in setting objectives 
C—The importance of various purposes of the budget 
D—The influence of various groups in setting the budget 
E—The relationship between the budget and incentives 
F— Personal importance attached to the budget 
G—Pressure to meet the budget. 
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Table 1 
Questions from Section C 


Question СІ 
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Budgets have a number of different purposes to fulfil in your company. Indicate how important you think 


each of the following purposes is for your company. 
. To forecast the future 
. To assist profit maximising 


. As a means by which management communicate to other levels in the company 


. To judge performance 
. As a means of calculating rewards 
. To motivate employees to do better 


. To control performance by calculating and investigating variances 


(FORECAST) 
(II MAX) 
(COMM) 
(JUPERF) 
(REWARD) 
(MOTIV) 
(CONVAR) 


. Any other purpose you think is important (please state below) 


Question C2 


Now indicate how important you think each of these purposes ought to be (purposes as above). 


Question C3 


Which of the following best describes the budget in your company? 


. Average past performance 

. Realistically attainable but not too loose 

. À target to be aimed for 

. A forecast of expected performance 

. Performance under normal conditions 

. Such high performance that no-one can make it 


have a different view of the forecast role for the 
budget. This difference is more noticeable in the 
light of the greater importance that senior man- 
agers gave to the budget in general and can be 
seen in the fact that they gave the highest scores for 


Table 2 


(APP) 
(RABNTL) 
(TARGET) 
(FEP) 
(PUNC) 
(ТООН) 





11 of the 14 budget purposes in questions Cl 
and C2. 

Hypothesis | states that the forecasting role will 
be more important than the motivational aspects 
of the budget for each user-group. Budget purpose 


Analysis of Kruskal-Wallis Tests on Original Data 


Question CI—The Purpose of the Budget 


Purpose/Company Combined | 2 3 
FORECAST 





HMAX 
COMM 
JUPERF 
REWARD 
MOTIV 
CONVAR 


5 


10 


1 
1 
1 10 
5 
5 


Question C2—What Ought to be the Purpose 


Purpose/Company крй 
FORECAST 
ПМАХ 

COMM 

JUPERF ЕЗ 
REWARD 1 
MOTIV — 





CONVAR 


5 





10 
10 
5 
10 
5 


of the Budget? 


4 5 


5 











10 = А significant difference exists between the three groups at a 10% level of significance. | 
5 = А significant difference exists between the three groups at a 5% level of significance. 
1 — A significant difference exists between the three groups at a 1% level of significance. 
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Table 3 


Budget 
Purpose 
1 FORECAST 
2 IIMAX 
3 COMM 
4 JUPERF 
5 REWARD 
6 MOTIV 
7 CONVAR 


1 FORECAST 
2 IIMAX 

3 COMM 

4 JUPERF 

5 REWARD 
6 MOTIV 

7 CONVAR 


Question C1 


Question C2 






5 (rewards) and budget purpose 6 (motivation) 
gave an indication of whether the user-groups have 
different perceptions of the motivational role. For 
question Ci, -using the combined sample, there 
were significant differences between the user- 
groups for both of these budget purposes. The 
mean scores from Table 3 indicated that it was 
accountants who were the cause of the difference as 
they gave noticeably lower scores in both instances. 
There were also four individual companies where 
the accountants. gave significantly different re- 
sponses for these two budget purposes. 

Question C3 (reproduced in Table 1) asked the 
respondents to select which of six descriptions best 
suited the budget in their company. These six 
descriptions have been combined into two groups, 
one containing definitions which have a target 
element and a second where the definition is a pure 
forecast. The result of this amalgamation is shown 
in Table 4, and it has been used to test the null 
hypothesis that the three user-groups did not have 
significantly different views about a target role for 
the budget. This was done by testing whether the 
Observed proportions in the three groups were 
significantly different from the expected pro- 
portions based on the whole sample. For Table 4, 
x? = 0.834 which with 2 degrees of freedom is not 
significant. Thus the null hypothesis cannot be 
rejected, and there is no evidence of a difference 
between the user-groups. 





‘Budget definitions which include a target element are: 


2. Realistically obtainable but not too loose 

3. A target to be aimed for 

6. Such high performance that no-one can make it 
The non-target definitions are: 

1. Average past performance 

4. A forecast of expected performance 

5. Performance under normal conditions 


The Mean Responses of the User-Groups to Questions C1 and C2 
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Mean Scores 


Combined ACCT SNFM FLM 


13.83 14.11 13.01 14.36 
13.75 12.06 14.64 14.11 
10.38 8.73 1144 10.84 
13.13 12.58 13.42 13.34 
6.27 4.41 7.28 6.96 
8.34 7.00 9.41 8.52 
13.11 12.03 1421 13.01 - 
14.77 15.3 13.49 15.51 
15.46 14.67 16.1 15.53 
12.43 11.86 12.72 12.67 
14.24 14.21 14.42 14.08 
8.52 6.27 9.25 9.84 
11.90 11.52 12.21 11.96 
15.17. 15.02 15.41 15.08 








Further evidence concerning the motivational 
use of the budget was gained from the questions in 
section E of the questionnaire which are set out in 
Appendix 2. Question El asked whether there is а 
financial reward for achieving the budget and the 
responses to this question are shown in Table 5. 

The test used for Table 4 was again used here. 
This produces the result of x? = 5.09 which with 2 
df is significant at 1095. Thus there is some evi- 
dence that the groups differ on this issue. In each 
user-group only a minority of respondents state 
that they receive any financial reward for meeting 
the budget but this minority is much larger among 
the senior managers; the average for accountants 
and first-line managers is 14.5% whereas it is 
26.895 for senior managers. 

Question ES is also relevant to hypothesis 1 as 
it examines the relationship between promotion 
prospects and achieving the budget. The responses 
are shown in Table 6. 

The null hypothesis that the user-groups came 
from the same population can be rejected as 
х? = 35.37 which is highly significant, ie. at a 
higher level than 0.5%. It was expected that ac- 
countants might answer this question differently 
from managers as appraisal of accountants is likely 
to place less emphasis on achieving the budget. 
Therefore, the null hypothesis that the two groups 
of managers come from the same population was 
tested, and was rejected at 2.5% significance level. 
This indicates that the three user-groups are giving 
different responses to the question of whether 
budget-related performance is a factor in gaining 
promotion. Senior managers, in particular, find 
some motivational content in the budgetary pro- 
cess, through the indirect route of enhanced pro- 
motion prospects. 

To sum up on Hypothesis 1, the results from 
questions C1-C3 (in Tables 1 and 3) indicate that 
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Table 4 
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Responses to Question C3 by User-Group 


ACCT | SNFM 


Pure Forecast 37 
Target Element 29 
66 


the user-groups agree that the budget is primarily 
a forecast, though there are some differences as to 
the motivational aspects of the budget. Senior 
managers generally consider the forecasting role to 
be less important than do the other groups, 
whereas accountants generally consider the moti- 
vational aspects to be less important. Where these 
motivational aspects exist, they are more often 
linked to promotion prospects than to financial 
rewards. Accountants believe their promotion 
prospects are much less dependent on budget- 
related performance than do the two groups of 
.managers. There is some evidence in Tables 5 
and 6 that senior managers see more motivational 
features in the budget than the other groups and 
regard the budget as some form of target. Thus, 
hypothesis 1 in supported except for some differ- 
ences over the use of the budget as a motivational 
target which are not such as to contradict the basic 
description of the budget as a forecast. 


Hypothesis 2—The Budget as a Control Device 


"Hypothesis 2 states that the three user-groups 
will believe that the major role of the budget is as 
a control device. This is examined using the re- 
sponses from questions Cl and C2 set out in 
Table 2, where two of the budget purposes listed 
are particularly relevant to this hypothesis: budget 
purpose 4 (to judge performance) and budget 
purpose 7 (to control performance by calculating 
and investigating variances). The combined sample 
shows no significant difference between the user- 
groups for budget purpose 4, but there is a 
difference at 5% significance level for purpose 7. 
For both of these purposes accountants gave the 
lowest score and senior managers the highest. 

For question C2 there is greater agreement 
between the user-groups and for the combined 
sample there were no significant differences for 
either question. The individual company results 


Table 5 
Responses to Question E1 by User-Group 


ACCT SNFM FLM 
Yes 8 19 12 
No 58 52 60 
66 71 


39 (18.7%) 
170 (81.3%) 
72 209 








FLM 
44 43 
25 29 
69 72 


124 (59.994) 
83 (40.194) 
207 


generally confirmed the pattern seen for the com- 
bined sample. 

Thus the evidence of the study generally sup- 
ports hypothesis 2 that the three user-groups will 
have similar perceptions of the importance of the 
control role for the budget. There is also a strong 
similarity of view among the user-groups that there 
should be greater emphasis on the control role. 


Hypotheses За and 3b— Budget Pressure 


The questions relating to budget pressure in 
Section G of the questionnaire are set out in 
Appendix 2. Question G1 asked ‘Do you feel any 
pressure on you to meet the budget? The response 
to this question is shown in Table 7. The null 
hypothesis that the three user-groups come from 
the same population was tested. The result of 
x? = 26.67 with 2 df is significant at the 0.5% level 
and the null hypothesis is rejected. It is clear from 
Table 7 that accountants are the primary cause of 
this difference and, when the probability test was 
repeated using only the two groups of managers, 
no significant difference was found. The general 
picture from the combined sample is replicated in 
many of the individual companies.. 

As there is clear evidence that the two groups of 
managers experience pressure to meet the budget, 
it is appropriate to examine the consequences of 
this pressure, which is the substance of hypothesis 
3b. The accountants gave a varied response to 
question G1 and thus care was taken with the 
analysis of this hypothesis; in particular, only those 
who responded ‘yes’ to question G1 completed the 
subsequent questions. : 

Hypothesis 3b contains two specific predictions, 
namely, that accountants will experience less re- 
sentment and produce less dysfunctional be- 
haviour. These will be examined in turn. It was 
argued in Lyne (1988), and reiterated here, that, if 
a major part of the pressure to meet the budget is 


Table 6 s 
Responses to Question E5 by User-Group 


ACCT SNFM FLM 
Yes 9 45 32 86 (41.1%) 
No 57 26 40 123 (58.9%) 
66 71 72 209 
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Table 7 
Responses to Question G1 by User-Group 


ACCT | SNFM FLM 
34 60 59 
31 8 12 
65 68 71 


Yes 
No 


153 (7594) 
51 (25%) 
204 





produced by the individual himself, then resent- 
ment will not result from such pressure. Question 
G3 asks respondents for the source of budget 
pressure and has been used to examine hypothesis 
3b. A Kruskal-Wallis test was conducted on the 
combined sample and the results of this are given 
in Table 8.’ 

The two significant differences found using the 
Kruskal-Wallis test relate to pressure from central 
management and internally generated pressure. 
The first significant difference between the user- 
groups occurs in their perception of pressure from 
central management. Not surprisingly first-line 
management, who are organisationally more dis- 
tant from central management, have indicated that 
they experience less pressure from senior central 
management than do the other two user-groups. 
Secondly, the medians shown in Table 8 (and more 
strongly the means which are not presented) indi- 
cate that accountants have given self-generated 
pressure less importance than have the other 
groups. As internally generated pressure may pro- 
duce different effects from external pressure this 
may be an important difference between the groups; 
this is discussed more fully later in the paper. 

The second ‘issue to be considered is that of 
dysfunctional behaviour caused by budget press- 
ure. This was examined by using questions G4 and 
F3. Question G4 asked whether more or less 





Мо statistical tests have been conducted at the individual 
company level because the sample sizes in many of the user- 
groups are too small for meaningful results. 


Table 8 
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Table 9 
Responses to Question G4 by User-Group 


ACCT SNFM FLM 
54 42 56 
4 10 п 
58 52 67 


More 
Less 


152 (85.994) 
25 (14.194) 
177 


pressure to meet the budget would help in attaining 
the company's major objectives. The results for the 
combined sample are given in Table 9. 

For the null hypothesis that the three user- 
groups come from the same population the result 
is y? = 3.915, which is not significant at 10%, and 
the null hypothesis cannot be rejected. The results 
from the individual companies confirm this general 
conclusion that the user-groups are giving a similar 
response. ; 

Question F3 also examined dysfunctional be- 
haviour by asking whether the budget hinders the 
improvement of performance; the results are set 
out in Table 10. 

The null hypothesis was tested as before to give 
х? = 6.2] which is significant at the 5% level; thus 
the null hypothesis is rejected. Only 14% of ac- 
countants state that the budget hinders their per- 
formance whereas for senior managers this figure 
is one third and for first-line managers it is one 
quarter. This pattern cf results is generally re- 
peated at the company level. Thus the results for 
question F3 indicate that the budget is not proving 
to be a hindrance to any of the user-groups in 
general. However, the minority who do feel that 
the budget hinders performance is significantly 
smaller among accountants than among the other 
user-groups. 

It is not possible to draw a definitive conclusion 
for hypothesis 3b. There is no evidence to support 
a major difference between the user-groups and 
thus the hypothesis is not supported. However, 
there are some aspects where accountants give a 


Kruskal-Wallis Results for Question G3—The Source of Budget Pressure 
À ACCT SNFM FLM Kruskal-Wallis 


Number in sample 34 
Medians for each user-group 
for each source of pressure 
Top central management 
Top divisional management 
Accountants 
Immediate superior 
Yourself 


14.0 
11.0 
10.0 
15.0 
14.5 


59 58 Result * 


13.0 
16.0 

6.0 
15.0 
17.0 


6.0 
14.0 
6.0 
16.0 
16.0 


*0.005 = The three groups were significantly different at 0.5% level. 
NS = There was no significant difference between the groups at less than 10% 
level. 
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Table 10 
Responses to Question F3 by User-Group 


ACCT SNFM FLM 
Yes 9 21 18 
No 56 47 54 
65 68 72 


48 (23.4%) 
157 (76.6%) 
205 


different response, certainly enough to add a 
qualification to this rejection of the hypothesis. It 
appears that there are more accountants than 
managers who have indicated that budget pressure 
is neither resented nor the cause of dysfunctional 
behaviour. But it should also be noted that the 
self-generated source of budget pressure is found 
most strongly in the managers who are typically 
described in the literature as most likely to resent 
budget pressure. 


Hypotheses 4a and 4b— Participation in the Budget 
Process 


The questions in section D are,concerned with 
the issue of participation and are set out in 
Appendix 2. The Kruskal-Wallis test was used to 
analyse the responses to both these questions. The 
results of this test have not been presented as 
there are only 6 significant differences, all at a 
1095 level, from a possible 110 results. This 
indicates a broad agreement on this issue among 
the user-groups. There is a small difference re- 
vealed in the responses to question D2. The mean 
responses shown in Table 11 (and three of the 
Kruskal-Wallis test differences) revealed that the 
senior managers group believe that accountants 
should have less influence in drawing up the 
budget. 

To review the evidence, hypothesis 4a, which 
states that the three user-groups will have a similar 
view on the amount of participation currently 
experienced, is clearly substantiated. Hypothesis 
4b, which states that the user-groups will have 
different attitudes towards increased participation, 


Table 11 
Mean Responses of the User-Groups to Questions D1 and D2 


Budget 
setting 
group 





Combined ACCT SNFM 
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is not supported by these results. The accountants 
are not significantly different from the other 
user-groups and, in fact, their responses show 
the largest change in favour of greater general 
participation. 


Discussion 


Most writers portray the company budget as per- 
forming many roles or having various purposes. In 
this study, three roles in particular have been 
examined: forecasting, control and motivation. 
For any of these, the budget can be set either as a 
forecast of expected performance or as a target to 
be aimed for. Hypotheses 1 and 2 examined these 
three roles and the general picture from the results 
does not agree with that seen in some other areas 
of the literature, particularly concerning the 
motivational role. It is typical for textbooks to 
frame the motivational aspects of budget setting 
in terms of a target that is set and financial 
rewards that are paid if the target is attained. In 
the agency theory literature on budget-based 
contracts (for example Demski and Feltham, 
1978; Walker and Choudhury, 1987) there is 
usually a direct link between financial rewards and 
budget performance. However, in these results 
none of the user-groups in general perceived a 
direct financial reward associated with the budget, 
although 19% of the individual respondents stated 
that they did receive some financial reward. Fur- 
thermore, it is only in the senior manager group 
that a majority believed that promotion prospects 
would be improved as a consequence of meeting 
the budget. 

All three user-groups stated that the control 
role should be given increased importance. This 
result is not surprising for senior managers 
and accountants, who are often characterised as 
those who are exercising control. However, first- 
line managers are usually depicted as being 
controlled by the budget and'this desire for in- 
creased budgetary control is not in accord with the 
literature. 


Mean Scores 
FLM 


TCM 
TDM 
OTHP 
ACCT 
TCM 
TDM 
OTHP 
ACCT 


13.15 
14.16 

7.67 
11.80 
13.01 
15.49 
10.30 
11.79 


12.94 
14.39 

6.86 
11.73 
13.18 
15.45 

9.91 
12.39 


13.11 
14.72 

8.08 
11.45 
12.76 
15.38 
10.30 
10.85 


13.38 
14.70 

8.00 
1221 
13.10 
15.63 
10.66 
12.16 


Question DI 


Question D2 
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The hypotheses dealing with budget pressure 
have produced another difference between the re- 
sults of this study and much of the literature. There 
is clear evidence that the manager groups experi- 
ence budget pressure but little evidence of dysfunc- 
tional consequences. As the greatest source of 
pressure is internally generated, not externally 
imposed, this pressure does not appear to have 
negative consequences. The literature on budget 
pressure usually predicts that first-line managers 
will resent budget pressure and that dysfunctional 
consequences will follow.. Such a prediction is 
based on the existence of externally imposed 
pressure whereas the important feature of these 
results is that managers did not experience 
high levels of such pressure. Hofstede (1968, 
pp. 263—265) also found the existence of a strong 
internally generated pressure among both higher 
and first-line managers. Notwithstanding the 
Hofstede findings, the most surprising result 
was that both groups of managers believed that 
increased pressure would be beneficial. Accoun- 
tants, not unexpectedly, revealed a different atti- 
tude to budget pressure. This is because the nature 
of their work is less easily controlled by means 
of a budget and thus budget pressure has less 
relevance. 


The final aspect to be examined was budget : 


participation. The general agreement between the 
user-groups over the amount of participation leads 
to the conclusion that there is no pseudo-partici- 
pation (Argyris, 1952); i.e. although the level of 
participation is not great, such participation as 
exists is real, and is not an exercise in public 
relations by accountants and top management. All 
groups want a greater degree of participation, 
which is not in accord with much of the literature. 
The fact that accountants showed the greatest 
desire for increased participation may cast con- 
siderable doubt on the standard picture of accoun- 
tants wanting more centralised budget control and 
more influence for themselves in the budget setting 
process. 


Conclusions and comments 


This study has adopted a user-group perspective 
to examine certain. issues which are central to 
the use of budgets within business enterprises. 
The differences and similarities between the 
groups have revealed features that have not been 
explicitly discussed before. The sample of thirteen 
companies is relatively small and so care must 
be taken in drawing conclusions. Nevertheless, 
some tentative conclusions have been drawn 
and other issues have been raised for further 
investigation. 

Important differences have been revealed be- 
tween the results of this study and the standard 
wisdom in textbooks and much of the accounting 
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literature. In particular the results can be 
summarised: 


e there was little evidence of rewards based on 
budget related performance, even among 
managers; 

e budget pressure was not perceived as a major 
problem; in fact, increased pressure was con- 
sidered beneficial even by lower management; 

e pressure was internally generated rather than 
externally imposed, even for lower manage- 
ment; 

e accountants were the most keen on increased 
participation. 


If these results were to be confirmed in other 
studies, the teaching of these matters would need 
revision. It is possible that the current practice of 
management accounting has been influenced by a 
‘traditional wisdom’ that is not borne out by 
empirical testing and which has resulted in unhelp- 
ful prescriptions for budget practices and pro- 
cedures. 

There is also the possibility that the differences 
between the user-groups are the product of na- 
tional differences. The majority of the literature on 
budget related issues originates in the US, and it 
may be that a study of this nature conducted there 
would produce results more in line with the litera- 
ture. After decades of study of budget related 
issues there is still much to be learned and great 
scope for future research. 
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Appendix 2 


Questions from Section E 


Questions: 
El Do you receive any financial reward for achieving the budget you have been given © g. bonus, commission, 
etc)? 


E2 Do you suffer any financial penalty for not achieving the budget? 

E3 Do you receive any financial reward for ‘good performance’ in your job? 

E4 Do you suffer any financial penalty for ‘poor performance’ in your job? 

E5 Do you consider that your promotion prospects depend on your ability to achieve the budget? 

E6 Do you receive any non-financial rewards (e.g. perks of some form) for achieving the budget or ‘good 
performance’? 


Questions from Section G 


Question G1 

Do you feel any pressure put on you to | meet the budget? 
Question G2 

How strong is this pressure to meet the budget? 

Question G3 

How much of this pressure comes from the following groups? 


Top central management (TCM) 
Top divisional management (TDM) 
Accountants (ACCT) 
Immediate superiors (IMSUP) 
Yourself | (YOUSF) 


Question G4 
Do you think more or less pressure to meet the budget would help in attaining the company's major objectives? 
Question G5 
During the last year or so has any pressure on you to meet the budget increased/remained constant/decreased? 


Questions from Section D 


Question D1 
Within your company various groups will have influence when the budget is being drawn ` up. Indicate below how 
much influence each of the following groups has in your company. 


Top.central management (TCM) 
Top divisional management (TDM) 
People throughout the firm (OTHP) 
Accountants (ACCT) 


Any other group (please state) 
. Question D2- 
Now indices how much influence you think each group ought to have when the budget is being drawn up. 
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Gains from Disaggregation and the 
Definition of a Segment: A Note on SSAP 25 


S. Hussain and L. C. L. Skerratt* 


Abstract—The role of line of business segment disclosure is examined in a setting in which disaggregated data is 
a means of mapping analysts’ specialist expertise concerning the future profitability of the industry, to the 
consolidated profit forecast of the individual firm. Using this analysis, we show formally that relevant segmental 
disclosure requires that the management of a company define segments in such a way that users (and, in particular, 
analysts) can use their specialist forecasting expertise. We show that, unless segments are so defined, consolidated 
profit alone is a sufficient disclosure. This means that appropriate reportable segments may not necessarily coincide 
with the company's organisational structure, which is unlikely to be determined solely by factors relating to 
forecasting efficiency. We also provide a rationale for different types of segmental information. Measures of 
segmental activity enable the expected performance of the industry to be mapped to the individual firm; but using 
these measures alone assumes that the segment profitability mirrors its industry. The additional disclosure of 
segmental profit allows this mapping to be varied according to the segment's position in relation to its industry norm. 


Introduction - 


SSAP 25, Segmental Reporting (ASC 1990, para- 
graph 1), identifies two main purposes of segmental 
reporting: to provide a more accurate forecast of 
future prospects, and to enable a more reliable 
estimate of business risk. However, the standard 
offers only very broad guidance concerning à 
major aspect of segmental reporting, namely the 
definition of reportable segments. Specifically, 
with respect to activities segmented by class of 
business, the discussion is limited to: (1) listing the 
factors that might distinguish one class of business 
from another (paragraph 12); (ii) specific recom- 
mendations about size characteristics which should 
give rise to a separately reportable segment (para- 
graph 9); and (iii) economic characteristics which 
may give rise to a separately reportable segment 
(paragraph 8). 

The .rationale for this approach is that the 
segment identification issue is too complicated to 
give detailed guidance. Consequently, the decision 
is best left to the judgment of the directors who 
should bear in mind the two overall objectives of 
the standard, as noted above. In support of this, 
there is US empirical evidence that broad guidance 
coupled with director flexibility over segment defin- 
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ition does in fact give rise to improved disclosure: 
for example, Baldwin (1984) and Balakrishnan, 
Harris and Sen (1990). However, the disadvantage 
of such broad guidance is that, since directors have 
no comparative advantage in accounting theory, 
they may not always be able to make the required 
link between segment definitions and the needs of 
users. Consequently, other segment definitions may 
improve disclosure further. 

The main objective of this paper therefore is to 
guide directors' decisions more precisely than does 
SSAP 25, by providing some formal theory of line 
of business segment identification. Specifically, we 
identify the conditions under which segmental dis- 
closure contributes to the forecast of consolidated 
earnings. 


Prior research 


'The aggregation issue, in some form or other, 
has been addressed from a number of perspectives. 
In economics, there is a well developed and 
established theory on the aggregation problem, for 
example Theil (1954) and Grunfeld and Griliches 
(1960). However, since the research relates to 
problems rooted in economics, it is not surprising 
that the literature is of little direct relevance to 
segmental reporting. Specifically, the overall objec- 
tive is assumed to be the estimation of aggregate 
economic relationships; the focus of the aggre- 
gation issue is on whether the estimation is best 
carried out at the aggregate or at the micro level. 
For example, in estimating personal consumption, 
the concern is whether to estimate the model from 
aggregate or from individual personal consumption 
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data. Although there are some similarities with 
segmental reporting, unfortunately the role of pre- 
diction in this aggregation literature is quite limited; 
the underlying concern seems to be with estimation 
rather than prediction. Despite the obvious links 
between these two, the focus on estimation severely 
limits any insight which aggregation economics may 
give to the segmental reporting issue in financial 
accounting. 

In contrast to this, studies in accounting have 
given more prominence to forecasting corporate 
performance. However, analyses which address 
the segment definition issue have taken one of 
two approaches. They have tended to concentrate 
on either (i) the formal statistical properties of 
prediction models or on (ii) practical guidance for 
accounting regulators and policy makers. Such a 
lack of integration between the research technology 
and the discussion of practical issues has seriously 
hampered progress in segmental reporting research. 

In the former category are Barnea and 
Lakonishok (1980). They show that, if the forecast 
errors relating to the individual segments are more 
correlated than the results in the segments them- 
selves, then investors are worse off by forecasting 
from segmental information. For their analysis, 
the standard of comparison is the variance of the 
forecast earnings distribution. 

Whilst this is a valid result, the implications of 
their model for segmental disclosure practice are 
not well developed. They give two illustrations 
(Barnea and Lakonishok 1980, pp. 25—26) in which 
the use of disaggregated information may be im- 
paired, but they do not suggest what improvements 
might be made, nor are there any clear implications 
for segment definitions. The first example is con- 
cerned with quarterly segmental data and suggests 
that the allocation of overheads across segments 
induces negative correlation between the segment 
results. A problem with this is that segments may 
not need to be defined so narrowly that material 
inter-segment allocation issues arise. Also, they 
do not suggest why, in such circumstances, the 
segmental forecasts will not also be similarly cor- 
related. The second example is when the profits of 
two divisions are uncorrelated, but the segmental 
forecasts are correlated; unfortunately, the source 
of this correlation is not made clear. 

Also in the formal statistical grouping is Hop- 
wood, Newbold and Silhan (HNS) (1982), which 
specifies the time series properties of segment earn- 
ings that give rise to no predictive gains to disag- 
gregation. There are some similarities here with 
our paper, although the HNS model is not well 
integrated with segmental reporting issues. For 
example, it gives no role to measures of segmental 
activity, such as assets, sales or employment in the 
forecast of consolidated profit. 

The other type of investigation on segment 
identification has directly addressed the important 
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matter of practical guidance needed by regulators 
and company management. Although successful 
on this practical front, the studies have not been 
able to lift the debate much beyond the level of 
assertion. 

For example, Emmanuel and Garrod (1987, 
p. 239; and 1991, pp. 4, 20) reinforce the Solomons 
(1968) conclusion that reportable segments should 
usually mirror the organisational structure of the 
company. The argument is essentially that since the 
structure is the best that management can produce 
to guide their own decisions, there should be a 
strong presumption that it will be the best for 
investors. The judgment rests on the assumption 
that the objectives of management and investors 
are the same in this context; specifically, it gives 
little weight to the possibility that the organisation 
structure might be driven by production or market- 
ing factors rather than those related to prediction. 

In view of this paucity of analysis which is both 
formal and relevant, it is difficult for regulators 
to know the direction in which SSAP 25 might 
be improved. In addition to the issue of segment 
definition referred to above, there is also little 
theory to identify the type of segmental data (e.g. 
sales, profits, assets, employees) that is required. 
Consequently, SSAP 25 is likely to be a very 
imperfect instrument of disclosure regulation. 

The objective of our study is to bridge the gap 
between formal analysis and practical guidance for 
regulators and company management. The essence 
of the analysis is to develop a mapping between 
segmental variables and the procedures of analysts, 
who play a major role in constructing company 
forecasts for investors. This is intended to give 
some insight into both the definition of a segment 
and the role of segmental data in constructing 
forecasts of consolidated profit. In contrast to 
Barnes and Lakonishok (1980), who use the vari- 
ance of the forecast error as a benchmark, we con- 
centrate on constructing the conditional expected 
value (or optimal predictor)! of consolidated profit; 
further differences between the..two studies are 
discussed in footnote 5. | 


A forecasting model of consolidated profit 


Analysts are a major source of company forecasts 
for investors. The model below attempts to specify 
how a firm of analysts is likely to employ segment 
data to forecast the consolidated profit for a com- 
pany. Studies show that individual analysts within 
the firm tend to specialise in industry sectors; 
see, for example, Backer and McFarland (1968, 
pp. 9-10), Arnold and Moizer (1984, p. 197) and 
Barclays de Zoete Wedd Research (1991). Since 








!See, for example, Harvey (1990, p. 106) for some discussion 
on this. 
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analysts provide earnings forecasts for investors, 
we infer that this arrangement to specialise in 
industries is used to gather information which is 
not generally available to the majority of investors. 
Segment data is then one way in which the analysts' 
specialist industry knowledge is mapped to the 
performance of a specific firm. This means that the 
forecasting of consolidated profit may be parti- 
tioned into two analytical components: one reflects 
profit changes due to industry factors and the other 
reflects firm specific variables.? 

In the model below, the consolidated profit of 
the company for a given period, P,, is defined as 
the aggregate of the profits of the n individual 
segments P, , (i = 1, 2,. .., 1) as follows: 


Р,= УР,, (1) 


The profit of each segment is then related to 
three factors: (i) the profitability of the class of 
business (hereinafter referred to as an industry); 
(ii) the level of segment activity in the company; 
and (iii) the extent to which the segment deviates 
from the profitability norm in the industry. This is 
specified as: 


P= he Atd) (2) 
where 


4,,- the activity level in the company for 
segment i during period t; 

I,,= the industry profit index for period t, 
in which segment i is located = Pyyp;.,/ 
ampin Where 


Рр = the aggregate profits for in- 
dustry i, during period t 

awp; = the activity level for industry i, 
during period t 


d,, = the extent to which segment i deviates, 
in period 1, from the profitability norm 
in the industry in which it is located. 


To illustrate this, if the activity level of a segment 
were sales, then the profit of the segment could 
be expressed as a function of: (i) the sales of the 
segment; (ii) the average profits to sales ratio in the 
industry; and (iii) the percentage deviation of 
the segment from the industry average profits to 
sales ratio. It should be noted that the measure 
of segmental activity to be employed is, as yet, 
undefined. Apart from sales, it could also be defined 
as employment or assets. 





?The mapping mechanism, from segmental data to consoli- 
dated profit, which we use in this analysis is based on a priori 
reasoning and inference from previous research. Specifically, we 
have not subjected the mapping mechanism to any formal tests 
which would identify whether it represents the way in which the 
majority of analysts construct their forecasts in practice. This 
aspect of the paper is considered further later. ` 
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The purpose of this section is to construct a 
general model, with segmental data, for the con- 
ditional expectation of next period's consolidated 
profits, E,(P,,,). The expectation is dated at the 
end of period t, when the results of trading over 
period t are known. The next section examines 
the conditions under which this forecast could be 
constructed without segmental information; i.e. 
when the consolidated data will exhaust the pre- 
dictive information contained in the segmental 
data. 

From equations (1) and (2) next period's 
consolidated profit is defined as: 


Р, = Риза 
with 
Виза = Airi Lia 7 (1 + d; 141): 


We assume that the firm of analysts does not 
have any special insight or information with re- 
spect to the changes in segmental activity between 
periods t and t + 1. Consequently, the process is 
viewed as: 


(3) 


where 4;,,; is а random error term with mean 
zero. 

Similarly, the analysts are assumed to have no 
special insight into changes in a segment's devi- 
ation from the profitability norm in its industry. 
Therefore, they view the process as: 


Gira = diu НИ 


(4) 


where x;,,,isa random error term with mean zero. 

These random walk specifications are consistent 
with a demand for segmental reporting. However, 
they are also chosen for ease of analysis, and it 
should be noted that they represent an extreme 
situation in which the analysts have no other 
source of segmental information apart from the 
published accounts. 

In contrast to the two assumptions in equa- 
tions 3 and 4, the firm of analysts is assumed to be 
able to forecast some component of the change in 
the industry profit indices between periods ¢ and 
t + 1; this is based on industry specific expertise. 
Consequently, a profit index can be written as: 


Lagi бо A+ 8) +е л (5) 


where g,;= the percentage change which can be 
anticipated by the analyst(s) specialising in 
industry i, and e;,,, is a random error term with 
mean zero. 

The working assumptions for this part of the 
investigation are that the errors u;,,,, x;,,, and 
€,,,! are uncorrelated. Again, this is adopted 
partly to make the analysis tractable. However, 
there are economic rationales to support them and 
this is discussed later. 


d; ii = ды + Xue 
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Given these assumptions, the expected profits 
for a segment i in period т + 1, based on inform- 
ation at the end of period г, can be written as: 


ЕР + 1] = Ela, : Ia “d+ 4,.+1) 
This expectation can then be shown’ to Бе: 
ЕР +] = Qir’ I, А (1 + gi) i (1 + йы) 


Taking this result for an individual segment, 
the expected consolidated profit for period t + 1, 
based on information at the end of period t, is then: 


E|[P,, i] => EP 
=> {а До (1+) (+4,)) © 


Implications for segmental reporting 


The Sufficiency of Consolidated Data 


The section above has derived the expected value 
of next period's earnings, based on segmental 
information available for the previous period. This 
is given in equation (6). We now investigate the 
conditions under which consolidated data will be 
sufficient to construct this forecast; that is, when 
segmental data are redundant. 

When g;=0, this means that the analysts are 
unable to outpredict a random walk model and 
therefore have no special expertise in predicting 
changes in the profit index. If this condition holds 
for all i, then equation (6) becomes: ` 


ЕР, ү |] => Е[Р,,\] 
=F {au he + di) 


which from equations (1) and (2) 





?For ease of exposition at this stage, the subscript t on the 
expectations operator, E, is omitted. 

*This follows from the property that, if the random variables 
а, b and с are orthogonal, i.e. cov(a, b) = сома, с) = cov(b, с) 
= 0, then E(a.b.c) = E(a). E(b). E(c). 

5We assume, and do пог demonstrate here, that when a set of 
n segments is consistent with analysts' specialist industry knowl- 
edge, then the forecast will be superior to (i.e. will have a smaller 
forecast error variance than) using last year's consolidated 
profit (the conditional expected value when the n segments are 
not compatible with analysts’ industry expertise). This illus- 
trates the essential difference between our study and that of 
Barnea and Lakonishok (1980). They assume that investors are 
able to use their specialist expertise to construct a forecast of 
segmental profit; they then investigate the conditions under 
which such forecasts will reduce the variance of the consoli- 
dated forecast error. By contrast, we assume by construction 
that these (relatively weak) conditions hold and then investigate 
the conditions under which investors can actually use their 
specialist expertise. 

‘For example, analysts may group activities according to 
income elasticity, to reflect sensitivity to changes in the general 
standard of living; the leisure industry is an example of this. 
By contrast, companies may define ‘Clothing’ as a segment 
which contains products with different economic character- 
istics, ranging from high fashion to industrial protective wear. 
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This means that the forecast of consolidated profit 
is last period's consolidated profit, and segmental 
profit information is of no incremental benefit. 
Furthermore, this result also extends to other levels 
of aggregation; it gives rise to the principle that if 
g;= 0 for a subset of segments, then the disclosure 
of those segment profits contains no incremental in- 
formation over the aggregate profit for the subset.’ 

This result has important implications for 
segmental disclosure, since inappropriate segment 
definitions are a possible cause of the analysts 
being unable to outperform a random walk model 
(g; = 0). For example, the n segments may be de- 
fined in such a way that they cut across the classifi- 
cation used by the firm of analysts. If specialist 
industry specific knowledge is to be employed in 
forecasting the company's future profit, then the 
segment definitions must be compatible with the 
working practices of those who construct the fore- 
casts. Analysts group their activities for the purpose 
of constructing forecasts; their industry specialisms 
reflect fundamental economic characteristics which 
relate to future performance, thereby spreading 
the costs of information search across a number of 
companies. If the management of the company 
define reportable segments so that it is impossible 
for analysts' expertise to be employed in this way, 
then it is not surprising that the best forecast of 
consolidated profit is last period's figure. 

Another implication of the analysis is that (cost 
considerations apart) support for segments defined 
along organisational lines may not be warranted. 
Companies may differ widely in the rationale behind 
their organisational structure; for example, some 
groupings may be made on the basis of common- 
alities in production whilst others are made on 
the basis of sales factors. Such groupings may 
not necessarily match the grouping required by 
forecasters, which is likely to be based on the 
commonality of economic forces which may affect 
performance. Whilst it is possible that an organis- 
ational structure will be determined by forecasting 
efficiency, there is no reason why this should be so. 
Management's objective is to run a business, of 
which forecasting future performance is only a part. 


The Role of Segmental Profit Data 


The model above also sheds some light on the 
type of segmental data which may be useful to 
investors. When segments are defined so that 
analysts’ industry expertise can be employed (і.е. g; 
is non zero), and if d;, — 0, then the only segmental 
variable required in equation (6) for forecasting 
consolidated profit is a,, the activity level of each 
segment (such as sales, employment or assets). 

However, when d;, is non-zero as well as g;, then 
one way for investors to estimate the parameters is 
from equation (2) as follows: 


4, ES Р, fa, 1] l. 
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Employing this method, it is necessary to 
know the profit generated by the segment, P;,, in 
addition to the measures of segmental activity, а; ,. 

This makes intuitive sense. When the segment 
reflects the profitability norm in the industry, then 
only the level of segment activity is required to map 


industry performance to the forecast profit of the ` 


segment. When the segment deviates from the in- 
dustry norm, then prior segment profit is required 
to estimate the deviation, before the mapping can 
proceed. 


The Measurement of Segmental Activity 


Another important issue is the measurement of 
segmental activity, a;,. Up to now, we have not 
suggested which variable might be used. Although 
the model cannot give any direct insight into the 
appropriate measure of segmental activity, it does 
give a useful structure to discuss the issue. For 
simplicity, assume that the segment mirrors the 
profitability norm in its industry. Then the segment 
profits in equation (2) can be expressed as: 


P; = aul І, 
La = Рр | фр м 


The rationale behind the model is that the special 
expertise of the analyst in forecasting industry 
performance is combined with the company's 
activity level in that industry. Ceteris paribus, the 
objective of the analyst is to maximise the inform- 
ation content that the company activity level can 
give about profits. Consequently, the activity 
measure chosen should vary with profits as much 
as possible. 

To illustrate this, suppose that the activity 
measure remained constant for all members of the 
industry over the period. Then the industry index, 
I,,, would be the ratio of the industry profits to 
the value of this constant for the industry as a 
whole. Clearly, this would place the entire burden 
` of forecasting the company profits on the analyst. 

By contrast, if there were a firm variable which 
were perfectly correlated with profit, both across 
firms and through time, then the index /,, need only 
be estimated once; after this, the burden of fore- 
casting would fall entirely upon the firm activity 
variable. x 

However, reality is between these two extremes. 
Industry fortunes rise and fall and, therefore, any 
mapping between profit and an activity level is 
bound to be unstable through time. In such a situ- 
ation, the objective of a forecaster is to maximise 
the contribution which the activity variable can 
make to the forecast of profit; consequently, the 
measure of segmental activity will be more useful, 
the larger its correlation with profit. 

This suggests that, from the perspective of 
predicting one year ahead, the sales measure of 
activity is likely to be preferred to either assets or 
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employment. Neither assets nor employment vary 
greatly with profit in the short run; both factors are 
subject to adjustment lags, due to market frictions. 
By contrast, the level of sales does reflect in a more 
timely way the changing markets conditions in 
which the company operates. However, the appro- 
priate activity variable may be industry specific. 
For example, there may be some industries in which 
there is little scope for change in the activity levels 
of existing plant, so that increased profit is usually 
preceded by growth in assets or employment. 


Discussion, limitations and further research 


There are a number of areas in which further 
discussion of the assumptions, implications and 
limitations are warranted. 


The Zero Covariance Structure 


'À possible limitation of the study is that we 
assume a zero covariance between the contempor- 
aneous error terms in equations (3), (4) and (5). 
The least plausible of these is that changes in 
segment activity (u,,,,) are contemporaneously 
uncorrelated with changes in the segment's devi- 
ation from the industry profitability norm (x;,, |); 
a positive covariance would appear quite possible, 
even likely. If the management objective is to 
maximise profits, then any increase in profitability 
in relation to the industry is likely to lead to an 
increase in activity in the segment. However, there 
are two factors which may neutralise this effect. 

First, the response of activity levels to profit- 
ability changes (relative to the industry norm) may 
be lagged, thus reducing the contemporaneous 
correlation. Secondly, the activity levels will also 
respond to changes in the leve] of industry 
profitability, as well as to changes in the segment's 
deviation from the industry norm. Furthermore, 
it is possible that, in some industries, changes in 
the level of profitability for all the companies will 
have more impact on activity than changes in the 
ranking of companies within the industry; that is, 
industry fortunes change to a greater extent than 
positions within a given industry. The relative im- 
portance of these factors, and how they affect the 
formal analysis, should be investigated in future 
research. 


Variation in Analysts? Behaviour 


Our model assumes that individual analysts 
specialise in industry sectors, thereby making avail- 
able industry specific information to construct 
forecasts of consolidated profit. Such a setting is 
identified in several studies. However, Emmanuel, 
Garrod and Frost (1989, p.121) find that some 
analysts have overall responsibility for an individual 
company which is allocated to one particular 
industry sector. This may suggest that what is 
important for prediction is information about the 
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firm as a whole, and the dominant industry in 
which it is located. 

This situation represents a special case of our 
model. We implicitly assume that it is costless 
for analysts to use segmental information. This is 
clearly not the case (Bhushan, 1989), and analysts 
may well ignore segments that do not provide a 
cost effective improvement in the prediction of con- 
solidated profit; therefore, allocating companies to 
a single industry may be an implementation of this 
approach. The implication of this argument is that 
we are not able to specify the minimum size of 
reportable segment, because we do not specify the 
cost to investors of using segmental disclosure. 

Also, we do not consider here the possible vari- 
ation in industry definitions which may be adopted 
by different firms of analysts. The approach 
adopted by a firm of analysts is essentially the 
result of a trade-off between improving the forecast 
accuracy of individual companies and spreading 
search costs across a number of companies. If 
analyst firms have different forecasting skills and 
cost structures, then they may not adopt common 
industry definitions. Furthermore, the univariate 
mapping model used in this study may also vary 
across analysts, both in terms of the single factor 
used and also the mathematical form. Our model 
is based on a priori reasoning and inference from 
previous research, such as Arnold and Moizer 
(1984). However, the model developed here is 
clearly not the only one possible; see, for example, 
Backer and McFarland (1968, pp. 9-10). Since 
these issues are essentially concerned with identify- 
ing a relevant user group, they are beyond the 
scope of the current study. However, the issues 
clearly impinge on the policy implications of our 
model and should be investigated in future research. 

Another assumption which needs to be high- 
lighted is the univariate nature of the mapping 
from the industry to the segment. Since profit is 
affected by a variety of economic factors, the single 
activity measure in our model is clearly inadequate. 
More comprehensive models should be developed 
in future work. Since the limitation of single 
variable model is likely to increase with the length 
of the period over which the prediction is made, 
this aspect of the research design is discussed 
separately below. 


Predicting One Period Ahead 


In common with numerous previous studies, the 
analysis evaluates the impact of segmental dis- 
closures in terms of its contribution to predicting 
consolidated profit one period ahead. The rationale 
for this is the observed concern of investors with 
relatively short horizons (Brown and Roseff, 1978; 
Dimson and Marsh, 1984; O'Brien, 1988). However, 
there is a demand for information over several 
future reporting periods (Barclays de Zoete Wedd 
Research 1991). 
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Extending the horizon beyond the single period, 
however, does not alter the thrust of our con- 
clusions. The analysis here can accommodate a 
situation in which investors wish to use the results 
from the current accounting period to predict per- 
formance over several future accounting periods. 
Specifically, in our model, the reporting period, t, 
is not necessarily defined as the same length as the 
prediction period, г + 1. 

However, viewing the model in this way is likely 
to mean that more than one class of activity 
variable is needed to map analysts’ expertise to 
the firm's future performance. For example, while 
segment sales may be a suitable variable to predict 
next year's profits, the performance in succeeding 
periods may be more closely related to activities 
such as research, development, marketing and 
capital expenditure. Multivariate mapping models 
should be high on the segmental research agenda. 

Using segmental data to predict over more than 
one reporting period is of special interest in view 
of the evidence that the ability of analysts to out- 
perform a random walk declines as the forecasting 
horizon increases; for example, O'Brien (1988) 
finds that the superiority of analysts disappears 
when the forecast horizon is increased to four 
quarters. This may seem to indicate that, judging 
by the criterion developed in our paper, segmental 
reporting can be of no benefit to investors when 
they are concerned with horizons of one year or 
more. However, this inference may not be valid. 
Since the forecasting evidence is at the consolidated 
profit level, the results may be a consequence of 
inadequate segmental disclosure practice. Therefore 
segmental disclosure would need to be improved, 
not abandoned. Support for this view is given in 
Baldwin (1984) who concludes that the reduction 
in analyst forecast errors, attributable to segmental 
disclosure, is larger for the longer term forecasts. 
This reinforces the need for future work to consider 
multivariate mapping models. 


Concentration on Line of Business Information 


The focus of the paper, and much of the prior 
literature, is on line of business segmental inform- 
ation. The justification for this here is that industry 
specific knowledge is identified as an expertise of 
analysts. However, Balakrishnan, Harris and Sen 
(1990) show that geographic disclosures can also 
improve forecasts. How does this relate to our 
model? The most likely inference is that some 
investors have expertise relating to country or 
geographic region, and this raises the issue whether 
analysts’ expertise may spread across a number of 
dimensions; this possibility is implied by SSAP 25, 
in that geographic disclosures are required. As we 
note above, the precise form of mapping models 
should be considered in future ‘research; and the 
evidence here Suggests that geographic variables 
should be included in this. |: 
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The Predictive Ability Framework 


The framework adopted here is similar to those 
of many empirical studies in the area such as 
Baldwin (1984) and Balakrishnan, Harris and Sen 
(1990). The major justification for this is that one 
rationale for segmental reporting is closely 
associated with the formation of expectations. 
However, there are other important dimensions 
to the reporting issue. For example, the disclosure 
may enable investors to measure risk more accur- 
ately, in contrast to reducing it. In addition, agency 
theory offers yet another setting for the evaluation 
of segmental disclosure, as a means by which 
shareholders can assess the control over the div- 
isional management exercised by the company's 
chief executive. This would support the Emmanuel 
and Garrod (1987 and 1991) view that segment 
definitions should follow company organisational 
lines. 


Conclusions 


We develop a simple model to predict the con- 
solidated profit of a firm, using line of business 
segmental data. The underlying idea in the model 
is that the segmental disclosure is a means of 
mapping the analysts' special forecasting expertise, 
concerning the future profitability of the industry, 
to the performance of the individual firm. 

Two conclusions emerge from the analysis: 

1. We show formally that if the management of 
a company define reportable segments (or a subset 
of them) in such a way that analysts cannot use 
their specialist forecasting expertise, then the aggre- 
gate profit of the segments (or group of segments) 
is a sufficient disclosure. This result has intuitive 
appeal. One objective of segmental reporting is 
to improve forecasting; the more compatible are 
the segment definitions with the line of business 
classifications which analysts adopt, the more likely 
the objective will be achieved. This means that 
reportable segments required by analysts may not 
necessarily coincide with the company's organis- 
ational structure since it is unlikely to be determined 
solely by forecasting efficiency. 

2. We also provide a rationale for different types 
of segmental information. Measures of segmental 
activity enable the expected performance of the 
industry to be mapped to the individual firm; 
but using these measures alone assumes that the 
segment profitability mirrors its industry. The 
additional disclosure of segmental profit allows 
this mapping to be varied according to the seg- 
ment’s position in relation to its industry norm. 
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A Note on the Information Content of 
Relocating Corporate Domicile: 
A Trading Volume Approach — 


Yan-Leung Cheung and Yu-Hon Lui* 


Abstract—Overseas location of corporate domicile is not new for Hong Kong. Before the eighties, some companies 
operating in Hong Kong, principally shipping companies and financial institutions, registered overseas for tax 
purposes. Since 1989 there has been a rapid increase in the number of companies deciding to relocate, including 
industrial companies. This study examinies the association between sharemarket trading and the relocation 
announcement. The results indicate that unusually large trading volumes are observed immediately after the 


announcement day. 


Introduction 


The history of Hong Kong can best be seen in 
the interaction of East and West and in the 
process of challenge and response. Geographically, 
Hong Kong can be divided into three parts: 
the island of Hong Kong, Kowloon Peninsula 
and the New Territories. The island of Hong Kong 
was ceded to Britain by the Treaty of Nanking 
in 1841 at the end of the Opium War, which was 
the first war between China and Britain. The 
Kowloon Peninsula, located at the north side 
of the island, was added to the territory of 
Hong Kong in 1860. In 1898, the New Territories 
were added via a 99-year lease which expires 
in 1997. Sino-British talks concerning the future 
of Hong Kong after 1997 were begun in the early 
1980s. Under the Joint Declaration between the 
two governments, signed in 1984, Hong Kong 
will become a Special Administrative Region of 
the People's Republic of China starting 1 July 
1997. 





*The authors are, respectively, principal lecturer and senior 
lecturer in the Department of Economics and Finance, City 
Polytechnic of Hong Kong. This study was supported by the 
Faculty Research Grant of Hong Kong Baptist College. An 
earlier version of the paper was presented at the Annual 
Meeting of the Academy of International Business, 11—14 
October, 1990, Toronto. The authors wish to thank two 
anonymous referees for their helpful suggestions and Yiu-Tung 
Fok for computation assistance. All errors are their own. 

'Refer to Articles 5 and 12 of the Basic Law of the Hong 
Kong Special Administrative Region of the People's Republic 
of China. 

Jardine Matheson was one of the oldest and largest compa- 
nies domiciled in Hong Kong. The announcement resulted in a 
drop of nearly 100 points (496) in the local share market's Hang 
Seng index. 


Since the Joint Declaration, there has been a 
steady decline in public confidence and a conse- 
quential rise in the number of Hong Kong Chinese 
emigrating to other countries. In order to restore 
public confidence, the Chinese government has 
made a series of announcements such as: ‘one 
country, two systems’, ‘a high degree of autonomy 
for Hong Kong’, and ‘the existing system will 
remain unchanged for a period of fifty years’.' But, 
after the Tiananmen incident on 4 June 1989, there 
seems to have been a sharp decline in public 
confidence about the future of Hong Kong after 
1997. 

Overseas location of domicile is not new to the 
Hong Kong corporate world. Long before the 
1980s, some Hong Kong shipping companies pre- 
ferred to register in countries like Bermuda or 
Liberia, for tax purposes. In 1984, the local 
business community was shaken by Jardine 
Matheson's announcement of its relocation of 
domicile? to Bermuda. By the end of July 1989, 63 
listed companies had changed or were in the 
process of changing their domicile (see Table 1). 
This represents about 22% of all listed companies 
in the territory. There were only 6 cases of re- 
location between 1984 and 1988. The number 
increased sharply to 38 in 1989 and 19 in the first 
half of 1990. The trend to relocation is expected to 
continue until 1997. 

Relocation of domicile usually involves setting 
up a new holding company in a chosen country 
(e.g., Bermuda or the Cayman Islands) which then 
takes over the Hong Kong registered company. 
This can be done by exchanging.the shares of the 
new holding company for those of the existing one. 
The shareholders of the existing company become 
the shareholders of the new one and the original 
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Table 1 
List of foreign registered companies 


1 

2 

3 

4 

5 

6 

7 

8 

9 
10. 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 


ш 
е 


шә Ga G2 шо UJ 
CON C^ + CS М 


Company 


. Jardine Matheson Holdings Ltd 

. Jardine Strategic Holdings Ltd 

. Paul Y. Holdings Co Ltd 

. Johnson Electric Holdings Ltd 

. Applied International Holdings Ltd 

. Unisouth Holdings Ltd 

. CPL International Holdings Ltd 

. Evergo International Holdings Co Ltd 
. Superford Financial Holdings Ltd 

. Hong Kong Land Holdings Ltd 

. HKR International Ltd 

. THL International Ltd 

. Chevalier International Holdings Ltd 
. Chevalier (OA) International Ltd 

. Tai Shing International Holdings Ltd 
. National Electronic Holdings Ltd 

. Elec & Eltek (Bermuda) Co Ltd 

. China Entertainment & Land 

. Chinese Estates Holdings Ltd 

. Nanyang Holdings Ltd, 

. Laws International Holdings Ltd 

. Video Technology Group Ltd 

. SEA Holdings Ltd 

. Hwa Kai Tai Holdings 

. First Pacific Bancshares Holdings Ltd 
. IMC Holdings Ltd 

. K. Wah International Holdings Ltd 

. Century City International Holdings Ltd 
. Cathay City International Holdings Ltd 
. Paliburg International Holdings Ltd 

. Richfield International Holdings Ltd 

. Regal Hotels International Holdings Ltd 
. Asia Commercial (Holdings) Ltd 

. Sing Tao Holdings Ltd 

. Burwill Holdings Ltd 

. Teletech International Holding Ltd 

. Tomson International Ltd 

. Pioneer Industries International (Holdings) Ltd 
. Yuen Sang Enterprises (Holdings) Ltd 
. Kader Holdings Co Ltd 

. Starlight International Holdings Ltd 

. Innovisioris Holdings Ltd 

. Swilynn International Holdings Ltd 

. Hong Kong Carpets International Ltd 


. Huey Tai International Ltd 

. Tai Cheung Holdings Ltd 

. Hsin Chong International Holdings Ltd 

. Great Eagle Holdings Ltd 

. Park Enterprises Ltd 

. Hop Hing Holdings Ltd 

. Playmates International Holdings Ltd 

. Rose International Ltd 

. Jardine International Motor Holdings Ltd 
. Far East Consortium International Ltd 

. Wong's Kong King International (Holdings) Ltd 
. Wah Kwong Shipping Holdings Ltd 

. The Kwong San Hong International Ltd 
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Announcement 
Date 
14/05/84 
27/12/86 
21/07/88 
12/11/88 
19/11/88 
09/03/89 
10/03/89 
16/03/89 
16/03/89 
17/03/89 
31/03/89 
03/04/89 
08/04/89 
08/04/89 
11/04/89 
23/04/89 
01/05/89 
05/05/89 
05/05/89 
10/05/89 
16/05/89 
17/05/89 
23/05/89 
21/06/89 
24/06/89 
28/06/89 
07/07/89 
07/07/89 
07/07/89 
07/07/89 
07/07/89 
07/07/89 
18/07/89 
04/08/89 
04/08/89 
17/08/89 
18/09/89 
28/09/89 
29/09/89 
13/10/89 
19/10/89 
04/12/89 
12/12/89 
16/12/89 
15/01/90 
17/01/90 
25/01/90 
23/02/90 
09/03/90 
06/04/90 
07/04/90 
12/04/90 
26/04/90 
30/04/90 
30/04/90 
17/05/90 
21/05/90 


continued 


Place of 
Incorporation 
Bermuda 
Bermuda 
Cayman Islands 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Cayman Islands 
Cayman Islands 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Cayman Islands 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
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Table 1—continued 
List of foreign registered companies 


Company 
58. Seabase International Holdings Ltd 
59. Crusader Holdings Ltd 
60. Lane Crawford International Ltd 
61. Seapower International Holdings Ltd 
62. Wong's International (Holdings) Ltd 
63. Uniworld Holdings Ltd 


Source: Library of the Hong Kong Stock Exchange. 


Hong Kong registered company becomes a wholly- 
owned subsidiary of the newly registered overseas 
company. Since the business of the company will 
be operating as usual in Hong Kong and there is 
no change in controlling ownership, the listing 
status of the group can usually be maintained. 

It is of interest to analyse the reasons behind the 
event, since almost everything remains unchanged, 
except that the original Hong Kong registered 
company is replaced by a foreign registered com- 
pany. Three major reasons are thought to be 
associated with the event: 


(1) Political insurance: Once it is a foreign regis- 
tered company, the company is entitled to 
protection and compensation under inter- 
national law. Were there to be a political 
upheaval in Hong Kong after 1997, foreign 
registered companies would face the risk of 
expropriation or confiscation of their Hong 
Kong assets but presumably not other assets 
that are overseas. Companies that remain 
domiciled in Hong Kong would risk all of their 
assets. 

(2) Tax advantage: If a Hong Kong incorporaied 
company increases its authorised capital, a 
capital fee of 0.696 is payable on the increased 
amount. However, these charges do not apply 
to foreign registered companies. 

(3) Business considerations: As 1997 approaches, 
foreign trading partners may feel more confi- 
dent in dealing with an overseas registered 
company because of the lower political risk. 


The aim of the paper is to examine changes in 
share market volume at the time of the relocation 
announcement as an indicator of its importance 
to investors. In an earlier study (Cheung and 
Lui, 1991), we found that relocation possibly had 
a negative impact on stock prices but that this 
impact may vary by industry. An alternative indi- 
cator of information content is trading volume, 
which tends to increase when information is re- 
leased. Bamber (1986), Morse (1980, 1981), Pincus 
(1983), and Woodruff and Senchack (1988), for 
example, found that trading volume increased sig- 
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Announcement 
Date 
29/05/90 
29/05/90 
31/05/90 
05/06/90 
14/06/90 
27/07/90 


Place of 
Incorporation 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 
Bermuda 


nificantly around firms’ annual earnings announce- 
ments, while Richardson, Sefcik and Thompson 
(1986) found that trading volume increased signifi- 
cantly around the announcement of a change in 
dividend policy. Increased trading volume sur- 
rounding a public announcement can indicate that 
investors interpret the information differently or 
that they interpret the information identically but 
begin with diverse prior expectations. 


Results 


Some of the 63 firms may have made other 
announcements (such as a dividend or earnings 
announcement) along with the announcement of 
the decision to relocate. Firms which made other 
announcements within 34 days of the relocation 
announcement or which were not traded during 
this period were discarded from the sample. A 
total of 45 firms remained. Trading volume data 
for these firms were obtained from the library of 
the Hong Kong Stock Exchange. The testing 
period is from 10 days before to 10 days after the 
announcement day. 

In order to control for overall market activity, 
the daily trading volume [ог each security was 
divided by aggregate market volume that day. The 
result was further expressed as a proportion of the 
average relative volume from day t= — 60 to 
t= — 20 (i.e., calculated over the 41 days begin- 
ning 60 days before and ending 20 days before the 
announcement, which was made on day t = 0). 

The results are summarised in Table 2. If there 
is no change in trading activity around the an- 
nouncement, the mean in Table 2, column 2 should 
equal one. A ratio of less than one would indicate 
reduced volume, while a ratio greater than one 
would indicate higher volume than usual. It can 
be seen that the mean value is greater than one оп 
17 of the 21 days surrounding the announcement 
(the exceptions are days t —:— 8, 0, +9 and +10). 
This indicates that on average,there is an increase 
in trading activity surrounding the announcement 
day, and that volume may well be elevated in 
advance of the announcement itself. However the 
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Table 2 
Average relative trading volume of foreign regis- 
tered firms! 


Estimated 
t-statistic? 
1.062 
1.148 

—0.526 
1.483 
0.599 
1.902 


0.750 
0.740 
0.733 
0.958 
0.869 
1.154 
0.747 
0.617 
0.784 
0.917 
0.677 
1.523* 
1.018 
0.839 
0.826 
0.931 
0.842 
1.003 
0.777 
0.749 
0.728 


0 
1 
2 
3 
4 
5 
6 
7 
8 
9 
0 


һа 


"Бас stock’s daily relative volume is divided by 
the stock's average daily relative volume from day 
t= — 60 to day г = — 20. 

?t-statistic is to test for a difference between the 
benchmark and the day's average relative volume. 

*Significantly different from one at 5%, based 
on the t-test for the Mean and the Wilcoxon 
signed-rank test for the Median. 





increased volume is, according to this measure, 
statistically significant only on the first day after 
the announcement. 

Occasional large (‘block’) sales could mean that 
the results of the t-test are influenced by outliers. 
Consequently a non-parametric test was also per- 
formed. While the median ratio suggests that 
volume was typically lower during the 21 day 
experimental period (when compared with the 41 
day control period), at least the mean and median 
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ratios agree on one thing: that trading volume was 
significantly higher immediately following the 
announcement. 


Conclusion 


Volume reactions to a public announcement can 
be thought of as having two components: trading 
in response to heterogeneity of beliefs, and trading 
in response to a desire by investors to alter their 
risk-sharing arrangements. We found that the 
relocation announcement appears to elevate the 
volume of trading in the relocating firm. 

In principle, the relocation decision appears 
likely to be beneficial to shareholders in Hong 
Kong. However, some shareholders may not 
like the decision because of its effect on liquidity. 
It usually takes about three to four weeks to 
implement the decision. During this period, the 
shares of the relocating firm are suspended from 
trading and so their investment risk is increased. 
This is one reason why the ownership structure of 
the firm is likely to change following a decision to 
change domicile, and could explain a negative price 
reaction to the announcement. 


References 


Bamber , L. S. (1986), ‘The Information Content of Annual 
Earnings Releases: A Trading Volume Approach', Journal of 
Accounting Research, 24, pp. 40—56. 

Cheung, Y. L. and Lui, Y. H. (1991), ‘Market Reaction to 
Announcement of Relocatiag Corporation Domicile—Case 
of Hong Kong', Working paper, Business Research Centre, 
Hong Kong Baptist College. | 

Morse, D. (1980), ‘Asymmetrical Information in Securities 
Markets and Trading Volume', Journal of Financial and 
Quantitative Analysis, pp. 1129—1148. 


. —— (1981), ‘Price and Trading Volume Reaction Surrounding 


Earnings Announcements: A Closer Examination’, Journal of 
Accounting Research, pp. 374—383. 

Pincus, M. (1983), ‘Information Characteristics of Earnings 
Annoucements and Stock Market Behavior', Journal of 
Accounting Research, pp. 155-183. 

Richardson, G., Sefcik, S. E. and Thompson, R. (1980), ‘A Test 
of Dividend Irrelevance Using Volume Reactions to a 
Change in Dividend Policy', Journal of Financial Economics, 
pp. 313-333. 

Woodruff, C. S. and Senchack, Jr A. J. (1988), 'Intradaily 
Price-Volume Adjustments of NYSE Stocks to Unexpected 
Earnings’, Journal of Finance, рр. 467—491. 


Accounting and Business Research, Vol. 22, No. 88, pp. 381—382, 1992 


381 


The Existence and Significance of Cycles: 


A Reply 


Christopher Nobes* 


Skerratt and Whittington (1992; hereafter SW) 
make some clearly expressed criticisms of the 
inference (in Nobes, 1991) of cyclical patterns in 
the degree of standardisation proposed by ASC 
documents. I reply to these under SW's four 
headings. 


Theory 


I agree with SW that my model was not fully 
specified. Over the years, the cyclical models of 
physicists, economists, etc have been elaborated. If 
there is any substance in the model under discus- 
sion here, it would be worth elaborating this also, 
with lags (e.g. à gap between when a topic becomes 
interesting to the standard-setters and when 
management turn their attention to it) or buffers 
(e.g. a ceiling: of standardisation above which 
standard-setters would never dare go for fear of 
management, and a floor of no standardisation or 
of such laxity that such a ‘standard’ would be too 
embarrassing). 

SW also discuss the possibility of cyclical shocks. 
They are correct in saying that I could not discern 
a single exogenous cyclical factor common to all 
standards; which is still the case. I think that they 
are incorrect to state (SW, p. 174) that my paper 
‘dismisses the idea of an exogenous factor’. Indeed, 
I mention a large number of exogenous factors. 
For example, I specifically mention (p. 268) the tax 
changes that they also specifically mention, 
although it is unclear to me why this factor might 
be thought to be cyclical. 


Do cycles exist? 


SW suggest that it is ‘wrong to reject the null 
hypothesis of randomness’, and that there is ‘no 
clear pattern of change’ (SW, p. 175). However, 
they do show that there ‘is, in fact, an observable 
pattern in the data’ in that ‘preliminary material 








*The author is Coopers & Lybrand Professor of Accounting 
at the University of Reading. He is grateful for comments from 
Alan Roberts and R. H. Parker. 


tends to be followed by standards which are less 
prescriptive’ (SW, p. 175). This pattern is quite 
consistent with my suggested cycle, and constitutes 
a half-cycle that is part of it. 

Using SW’s methodology, I suggest that there is 
another observable’ pattern, which is that stan- 
dards tend to be followed by other documents 
which are more prescriptive. Table 1 demonstrates 
this. Adding these two empirically observed half- 
cycles together, we st my originally suggested 
cycle. 


4 


~ 


What might the patterns signify? 


SW's explanations of their half-cycle (the ASC's 
need for support and the inclusion of special cases) 
are consistent with my own discussion, and I 
accept them as additional causes of the reduction 
in prescription. 

As above, my point i is that the process does not 
stop at the half-cycle. Once the matter has been 
‘settled’ ee the issue of a standard, it is then 
unsettled. I suggest that, this does need to be 
explained. 


Other benchmarks 


In SW, this is a sub-heading of the previous 
section. However, it is a different point. At various 
stages, SW say that I measure the degree of 
standardisation: ‘In order tó identify whether the 
ASC was successful’ (p. 174); and that I make an 
‘accusation of no progress.in the work of the ASC’ 
(p. 175); and that there are two further and better 
dimensions in evaluating the ASC’s contribution 
(p. 176). However, I seem to have misled SW. The 
purpose of my paper was not to measure the ASC's 
success or contribution. If it had been, there would 
have been some mention of this in the paper's title 
or abstract or introduction or main sections. I do 
not mention success or contribution anywhere. My 
only mention of ‘progress’ is in the paper's con- 
cluding section, and it was intended not as an 
assessment of the work of the ASC but as a 
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Table 1 
Relationship between SSAPs and subsequent EDs 


No. of cases 


Subsequent ED: more restrictive 
equally restrictive 


less restrictive 


Note: a= EDs 18, 24, 33, 47 and 48. 
b = EDs 41 and 44. 
c = EDs 19 and 35. 


comment on the cyclical system or process of 


standard setting: : 


Progress or change 


Is there no progress in the system? Are the cycles 
in any topic merely replications of previous 
cycles in that or another topic? The cyclical 
patterns illustrated in Figures 1 to 5 have differ- 
ent peaks and wavelengths and cover different 
total periods within two, decades. However, 
no progress is obvious...(Nobes, 1991, 
p. 271). | 


I would certainly not ‘suggest evaluating the 
ASC's contribution by measuring the degrees of 
standardisation in ASC documents. If it is accepted 
that this was not my purpose, then it is nor 
'surprising that no mention is made...in Nobes 
(1991) of the quality and volume of disclosure 
(SW, p. 177); and there is no problem to be 
‘compounded by the fact that the ASC's contri- 
bution has already been evaluated in this way' 
(SW, p. 177). And, therefore, the fact that there has 
been a ‘widespread improvement in corporate dis- 
closure practice during the life of the ASC’ does not 
‘illustrate the weakness of Nobes' framework’. It is 
not relevant to it. 
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One way of measuring the success of the ASC 
would be to identify the profession's objective in 
establishing it: presumably to keep the government 
out of standard setting. This was successful until 
somewhat overtaken by events in the shape of 
implementation of EC Directives into British law. 
Against other criteria, also, (for example those 
mentioned by SW) I believe that the ASC achieved 
some success. I did not discuss this because it was 
not the subject of my paper. 

Incidentally, if one were assessing the contri- 
bution of the ASC, it would probably be more 
difficult than SW imply. As an example, they note 
that the disclosure of R & D policies improved 
dramatically from 1968 to 1988. However, there 
were many other changes in this period than just 
ASC efforts; for example, the introduction of the 
requirement in the Companies Act 1981 to disclose 
accounting policies. 


Conclusions 


1. I agree with SW tha: the cyclical model needs 
further specification. This can be attempted in 
due course, if the model proves to be a useful ' 
descriptor and predictor. I deny that I dismissed 
exogenous factors, but confirm that I cannot 
identify a relevant exogenous cyclical factor. 

2. SW identify a half-cycle pattern, with an expla- 
nation that I am happy to add to the model. 
Their half-cycle is consistent with my pattern. 
The point is that mv pattern goes further. 

3. At several points, SW state or imply that I was 
trying to measure the success of the ASC. This 
was not my intention. If this is accepted, then 
the longest section of their paper (much of 
which I agree with) and its final paragraph, are 
not directly relevant to my paper and therefore 
cannot be criticisms of it. 
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Book Review 


Government Accounting. C. G. A. Fletcher. Institute 
of Chartered Accountants of Scotland, 1991, 
147 pp. £7.50 

Local Authority Financial Reporting—Commun- 
ication, Sophistry or Obfuscation. W. Collins, 
D. Keenan and I. Lapsley. The Institute of Char- 
tered Accountants of Scotland and the Chartered 
Institute of Public Finance and Accountancy, 
1991. 46 pp. £7.50. 


It is particularly difficult to begin to say what 
the Fletcher monograph is about. Perhaps the 
best way is to point out that the title is the same 
one used by HM Treasury for what it describes as 
‘a guide on accounting and financial procedures 
for the use of government departments’. The 
author wrote this monograph after two years as 
a Treasury chap and at the time of writing was a 
partner in an accounting firm. It could be said to 
be a simplified version of the original, for the use 
of those who either do not want to use the original, 
or want it in a broader context. The writing 
includes frequent allusions to commercial account- 
ing, which suggests perhaps that professional 
accountants and professional accounting students 
were the main focus of the author’s attention. 

Adopting a perspective from the centre of 
government, the book describes something about 
most publications concerning public money that 
are generated in government departments. It has 
something to say about the many kinds of budgets 
that are produced and subsequent financial 
accounis and reports. It does not say much 
about audit but does add an overview of historical 
developments and includes some material relating 
to national income accounts. 

The main difficulty with taking this central 
perspective is that important and very problematic 
issues are dealt with peripherally: local government, 
nationalised industries, non-departmental public 
bodies, charities—indeed, any organisation that 
receives ‘government money’. The Treasury manual 
does not need to address these issues because it is 
about explaining to specific individuals in govern- 
ment departments what the Treasury deems each 
needs to know about the money they receive and 
spend, But it would seem important for a general 
appreciation of government money to address 
these issues. 

This is not meant as a criticism of the author but 
as an important comment on the monograph. 
Central questions for government accounting are: 
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who is accountable to whom and for what, in terms 
of money? It appears to this reviewer that we have 
not wanted to know the answers. A pluralist 
economy could perhaps be defined (albeit crudely) 
as one where we do not know the answers, or want 
to know them. A centrally planned economy could, 
at least in principle, answer those questions but 
these days one would be more likely to offer this 
as a model of what not to adopt rather than one 
to be implemented. 

The lack of answers, even tentative ones, is 
particularly pertinent at the moment. It is striking 
that the received wisdom concerning government 
accounting as of April 1991 hardly prepares us for 
the radical, perhaps even revolutionary, change 
that was taking place and continues to take place 
in the Executive Agencies movement. 

The monograph fulfils its purpose in explaining 
to the non-specialist reader the basics of central 
government financial planning, contro! and report- 
ing, at least as a more accessible source of the 
received wisdom. A work that offers an under- 
standing of who is accountable to whom and for 
what would be a landmark in our understanding 
not only of accounting but of government and 
society. 

Collins et al. is, essentially, a study of the use of 
local authority reports and accounts. Its rationale 
was provided by the first part of their research 
(reviewed here in Autumn 1988, pp. 380-81): 
significant diversity of accounting practice was 
identified, which was judged undesirable, and the 
researchers saw the imperative of identifying 
users and their needs as being fundamental to 
‘well-founded’ reforms. 

A variety of methods is ‘adopted to identify 
user needs empirically. Im important respects, 
the results confirm experience: outside each local 
authority it is difficult to observe use or demand for 
use. The public, the media’ and all the pressure 
groups except one did not use the financial reports. 
The Federation of Scottish Ratepayers did state 
that they ‘had read the accounts of specific local 
authorities whose pattern of spending had given it 
cause for concern’ (p. 14). The Scottish Office was 
chosen as being representative of ‘central govern- 
ment’ and the conclusion is that ‘the annual report 
and accounts of individual authorities are not a 
prime source of information’ for them (p. 16). But 
to complicate their position, the study points out 
that the Scottish Office has previously stated that 
key potential user groups are council members and 
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the general public. The final liat user identified 


is the Accounts Commission, which is assumed to: 


make use of annual reports and accounts, presum- 
ably on the basis that such use is pou of their 
statutory responsibilities. 

The study then turns to internal" üsers who are 
identified as councillors and officers, among whom 
it would seem the bulk of the research effort 
was carried out. This involved personal inter- 
view, on the basis of a pre-tested questionnaire, 
with 53 councillors (representing a mix of political 
parties) and 32 chief officers, from four Scottish 
authorities. 

The conclusion, in respect of councillors, is that 
while they said that they read some sections of the 
annual report and accounts ‘they regard it as being 
of little importance in the overall scheme of things' 
(p. 22). Rather, the majority looked to the finance 
officer for financial information and, anyway, were 
more concerned with the budget. When questioned 
directly about their understanding of accounting 
and central government controls, the researchers 
concluded that 'the majority had little or no under- 
standing of accounting practices’ (p. 24) and that 
the understanding of central government controls 
was even less (p. 25). 

For officers, the conclusion is that while they did 
state that they made some use of the annual report 
and accounts ‘it does not assume major significance 
in their overall sources of information’ (p. 30). 
Accounting practices appeared to be somewhat 
better understood by officers than by councillors, 
although the effects of central government controls 
on the accounts were not well understood. 

In this reviewer's opinion, this study offers the 
uncomfortable conclusion that, try as we might, 
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users of the reports and accounis are hardly 


discernible. By confronting management (in local. E 
government, councillors and officers are *manage- ~. 
ment’) with virtually costless responses, we could 25 


just about extract admission to having read some’ 
sections of the reports and accounts. Moreover, | 
as the study itself concedes, the majority of these. 

managers expressed satisfaction with the quality. 
of their authority's report and accounts (p. 37). 
Outside the local authority, the only obvious users 
are the body with the statutory job of using them, 

and a ratepayers association. 

None of this discourages the authors from offer- _ 
ing a list of ‘the kinds of disclosure which can and | 
do facilitate the greater use of such reports' (p. 37). 
Nor does it discourage them from calling for more 
research into how central government uses local 
authcrity financial information (p. 38). At the same 
time, this second study does not tie its conclusions 
into the first one. The rationale, as stated earlier, 
was that the identification of users and their needs 
was fundamental to *well-founded' reforms. Since . 
the szcond study hardly found users at all, does 
that not mean we do not yet have well-founded 
reforms available to us? Or should we base reform 
on the needs of a ratepayers association? Or a 
government departmeni? 

It is hardly fair on the authors of either mono- 
graph reviewed here but it is irresistible to conclude 
by asking in the light o? both: what is the purpose 
of publication of the annual report and accounts 
of a local authority as part of 'government 
accounting? The answer would appear to be that 
we do not know. 


University of Birmingham Rowan Jones 
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Information Leakage Prior. to Takeover 
Announcements: The Effect of Media 


Reports 


Michael Aitken and Robert Czernkowski* ©. 


E 


E 


€. 


Abstract—There is considerable evidence documenting pre-bid price and volume reaction to takeover announce- 
ments. This has at times been argued to constitute evidence of insider trading. Although insider trading probably 
occurs, much pre-bid trading may result from event anticipation. This paper documents the effects of one source 
through which such anticipation is disseminated, namely the print media. Our results show that measures of 
unexpected returns and turnover can be reduced by one third when the inforination from media reports is controlled 
for. The general implication of our finding is that, if other such sources were'taken into account (for example, 
information conveyed by substantial shareholder notices and the transactions costs of trading), then previous 
evidence of statistically significant unexpected pre-bid returns and turnover may, be substantially reduced if not 


eliminated. 


Considerable evidence has been provided in the 
United States, the United Kingdom and Australia 
documenting statistically significant unexpected 
return and volume measures prior to takeover 
announcements (Langetieg, 1978; Asquith, 1980; 
Dodd, 1980; Franks and Harris, 1989; Bishop, 
Dodd and Officer, 1977; Dodd and Ruback, 1977; 
Walter, 1984; Jarrell and Bradley, 1980; Asquith 
et al., 1983; Jensen and Ruback, 1983; and Firth, 
1979 and 1980). A popular but anecdotal expla- 
nation of this activity is that it is caused by insiders 
trading on non-public information. Indeed this 
explanation has even permeated the academic liter- 
ature (see, for example, Keown and Pinkerton, 
1981). An explanation that we examine in this 
paper is that statistically significant unexpected 
pre-bid returns and turnover may be nothing more 
than a research artefact caused by researchers 
failing to control for identifiable sources of pub- 
licly available information. 

This paper provides evidence that adjusting an- 
nouncement dates to take account of alternative 
sources of publicly available information substan- 
tially reduces measures of unexpected returns and 


turnover prior to a takeover offer. This research · 





*The authors are, respectively, associate professor in the 
Department of Accounting, University of Sydney; and lecturer 
with University of New South Wales. This research was funded 
by a Special Research Grant from the University of New 
South Wales. The authors acknowledge the assistance of the 
Australian Stock Exchange and the comments of participants 
at a University of New South Wales accounting workshop, at 
the Third Annual Australasian Finance and Banking Confer- 
ence and in the University of Queensland's Commerce seminar 
programme. 
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focuses on media EDD as sources of infor- 
mation. 
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. . "d че. 
Prior evidence.of takeover run-ups 


Langetieg (1978), in an examination of US merg- 
ers, found that target abnormal performance was 
significantly positive from the sixth month preced- 
ing an announcement.' Asquith (1980) found 
positive excess returtis, of 13% to be earned by 
targets over the period: beginning three months 
prior to the takeover announcement month and 
ending in the announcement month. Dodd’s 
(1980) examination of merger announcements 
from 1971 to 1977 revealed positive target abnor- 
mal returns accruing over. 80 days beginning 40 
days prior to announcement. In the United King- 
dom, Franks and Harris (1989) examined take- 
overs during 1955 to 1985, finding that targets 
begin to gain at month —4 and continue to do so 
for six months. ~ | 

Australian takeovers during 1972-1985 were 
studied by Bishop, Dodd,afid Officer (1987). They. 
found target returns to be significantly positive 
over months —36 to +24 for samples of unsuc- 
cessful, successful, withdtàwn and across all offers. 
In the case of these last three groups, negative 
returns were earned during months 0 to 4-24, 
indicating that the period up to announcement 


c. 





Пп the case of acquirers he found positive activity to have 
been completed by month ~6::, 

ЗАП dates are relative to the announcement date or, in the 
latter part of this paper, the news-adjusted announcement date. 
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4 E 
drove the positive residuals. Bidders similarly ac- 
crued positive residual returns over this time.’ 

Other research has concentrated on excess re- 
turns as they vary due to, for example, offer success 
(Dodd and Ruback, 1977; and Walter, 1984), 
regulation (Jarrell and Bradley, 1980), the existence 
of acquisition programs (Asquith, 1980) and the 
relative size of bidder and target: (Asquith et al., 
1983). Although not all evidencé is consistent 
with the positive run-up story (see Jensen and 
Ruback, 1983; and Firth, 1979, 1980), there 
is substantial evidence of significantly positive un- 
expected returns before the dates of takeover 
offers. S 


< 
Aim and method : 1 


The first task of this research 1510 measure the 
extent of unexpected returns-and volume prior to 
takeover offers (results from prior studies are 
described in Table 1). Thereafter, we will show that 
some of this unexpected return can be eliminated 
or explained by reference to information (media 
reports) publicly available priori to the first official 
announcement of the takeover’ by the Australian 
Stock Exchange. =: 

The method followed in this task is outlined in 
Poulson and Jarrell (1987), who adjusted the refer- 
ence dates for abnormal performance measure- 
ment from the official dates of takeover 
announcements to the dates of media reports 
speculating about takeover. They also examined 
the effect of other factors on run-up, such as bidder 
foothold and the friendliness of the takeover. They 
found media reports of takeover to cause 50.3% of 
total abnormal returns ќо be earned by one day 
before the announcement, whilst those without 
media reports had accrued 32.7% of total abnor- 
mal returns by this date. The implication of this 
result was that media reports of takeovers caused 
the surprise value of the actual announcement to 
be less. The question addressed in this paper is 
whether price and volume run-up can be explained 
by media reports leaking news before the official 
announcement of takeover. 

Formally, evidence is sought in respect of the 
following proposition: 


When the information contained in media re- 
ports is controlled for in calculating measures of 
unexpected returns and turnover, a significant 
portion of the price and volume run-up can be 
eliminated or explained. 


Evidence of a decrease in unexpected run-up in 
share returns and volume when reference dates are 





No significance levels Were cited on the grounds that the 
authors had dealt with the population. 
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adjusted for prior media ‘information’ will be 
taken as supportive of this proposition. The run-up 
may not be eliminated entirely, however, as there 
are other information actions (insider trading 
and/or foothold activity) which may affect the 
market. 

In addition to news-adjustment of reference 
dates, an alternative measure of abnormal per- 
formance (described below) is used. Further, 
this study uses trading volume around an event 
as a measure of expectations revision. Ás a 
last methodological point, this work uses daily 
data. 


Method and data 


Takeover information was obtained from two 
sources. The Sydney (now Australian) Stock Ex- 
change's Takeover Offers 1981/82 through to 
Takeover Offers 1987/88 provided details of 
Part A, B, C and D Statements, which are docu- 
ments lodged in accordance with sections 16, 17, 22 
and 23 of the Companies (Acquisition of Shares) 
Code (1980). In addition, Financial Markets 
Briefing (1990) provided information on the out- 
comes of offers, details such as target manage- 
ment's recommendation and confirmation of 
information already acquired from Takeover 
Offers. The sample of takeovers examined was 
restricted to the intersection of these two data 
sets. 

In order that measures of leakage would not be 
confounded by other events around the time of 
takeover announcement, a data selection criterion 
was imposed which required that no offeree 
(target) was subject to an offer within twelve 
months prior to and six months after announce- 
ment of the offer examined. This meant that com- 
panies subject to multiple offers during the 18 
month ‘clean’ period, whether these offers were in 
the form of third-party bids or offeror revisions, 
were excluded from the analysis. 

Furthermore, takeovers in which either offeror 
or offeree did not fully comply with the legislative 
requirements for serving documents, or for which 
information from the respective Part A, B, C or D 
statements was not available, were excluded from 
the sample.* 

Data (alpha, beta, continuous prices on tape) 
availability considerations reduced the sample 
to 66. The resulting sample is listed in Appendix 1. 








‘Sections 16 and 17 of the Companies (Acquisition of Shares) 
Code (1980) require offerors to serve on the target ‘Part A’ or 
‘Part C' statements (depending upon whether the offer was 
‘on-market’ or not) within not earlier than 28 days and not later 
than 14 days before offers are dispatched to shareholders of the 
target. Sections 22 and 32 require the target to respond to such 
statements within 14 days by ‘Part B' or ‘Part D' statements, 
respectively. 
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Price reaction 


Price reaction was analysed by the cumulative 
residuals metric, wherein? 
тыг 


СК, = T +R.) — [E RO 
т=65 "n 


where > 
CR, = accumulated abnormal return of firm i 
from day =s to day = t (where takeover 
announcement day —0) ` 
ee = the return earned by firm Pon day =t 
R, = the conditionally expected return of firm i's 
ordinary stock on day 7, given by: 


Ry, = в + Be Rro 3 
where / 


=the return on. the market portfolio (as 
measured by the Statex Accumulation In- 
dex) on day t T 

s, t are the start- and endpoints of the cumu- 
lation period, respectively. 


OLS alpha and beta к? were obtained 
from Risk Measurement Service; a quarterly publi- 
cation of the Australian Graduate School of Man- 
agement (AGSM) Centre for Research in Finance. 
The coefficients therein "were calculated using 
monthly data for up to 48 preceding months, with 
no coefficient calculated if there were less than 21 
months' data available for a particular stock. Use 
of monthly data avoided significant problems 
which arise when calculating ^the market model 
from daily data.$ 

Price and volume data^ were obtained from a 
daily price file compiled by the Australian Stock 
Exchange. Dividends and capitalisation changes 
were obtained from the AGSM Price Relative File. 
Market returns were generated from the Statex 
Accumulation Index, obtained from the Australian 
Stock Exchange. Together these data allowed de- 
termination of cumulative conditionally expected 
returns and cumulative actual returns, the two 
components of CR: > 

The CRs were then averaged for each day across 
all firms for which data were available, yielding 
ACRs (average cumulative residuals). If the val- 
idity ofa single-parametér CAPM i is accepted, then 
the ACR measures calculated above represent an 
accumulation of the capitalised difference between 
expectations (as modelled by CAPM) and realised 
beliefs. At any date, r, the ACR,, represents the 


‘This is a fuller measure of abnormal return than Хи or 
Па + и) – 1, since both of these, underestimate the effect of 
abnormal returns when the abnormals are being earned in a 
constant direction. A detailed’ "proof is available from the 
authors. E: 

For example, asynchronous trading can lead to biases in the 
coefficients (Scholes and Williams, 1977). 
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total market manifested belief-change since s days 
preceding each event of interest. 


Volume Reaction 


Volume reaction was determined as follows. The 
average daily volume for each target over 56 days 
(8 weeks) beginning on day —242 and ending on 
day —187 was calculated and used as the bench- 
mark (NV or ‘normal volume’) by which volumes 
traded were standardised. Relative Activity 


RA, = volume; МУ. i 1 


was calculated for every target firm and averaged 
across all firms for each day (relative to event date) 
yielding Average Relative Activity (ARA). This 
was then cumulated to obtain Áverage Cumulative 
Abnormal Volume (ACAV).’ Since the period over 
which normal volume is determined is essentially 
arbitrary, raw volume data are also reported. 
Note that both price reaction and volume reac- 
tion metrics effectively assign equal weights to each 
stock. Any other type of weighting would be 
inappropriate because it would imply that different 
data points have different informational value. 


Results 


Three metrics of information leakage are re- 
ported: abnormal returns (being daily returns in 
excess of that conditionally expected: Table 2), 
Average Cumulative Residuals for the unadjusted 
(Table 3) and news adjusted (Table 5) dates, and 
average Cumulative Abnormal Volume for the 
unadjusted (Table 4) and news adjusted (Table 6) 
dates.) As this is an exploratory study, no direc- 
tions on return or volume performance are pre- 
specified and, consequently, all ¢-statistics reported 
are two-tailed, п = 66, d.o.f. = 65. 


Announcement Dates 


Examination of abnormal returns (Table 2) 
shows some evidence of positive unexpected re- 
turns (at p < 0.10) on days —4 and —3, culminat- 
ing in 2.37% (p < 0.05)? on the announcement 
day. Table 3 cumulates this run-up and, over 
cumulation periods starting 30 or 20 days before 
the announcement date, significant positive returns 
(p « 0.10) are earned by day —1. Figures 1 and 2 
restate this information graphically. While this 
result is not as strong as the findings of Langetieg 


"Herein, Average Cumulative Abnormal Volume is generi- 
cally referred to as ACAV, whilst postfixed subscripts denote 
the relative date cumulation begins, e.g. ACAV_,,, means the 
ACAV cumulated from day —186. Where two subscripts are 
included, the second indicates that the ACAV being referred to 
is the ACAV as it stands by that date, cumulated from the date 
of the first subscript. 

*The full data set is available to interested readers. 

ЭА] returns reported are actual, not annualised. 
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ns. means not significant. 


(1978), Asquith (1980), Dodd (1976), Walter 
(1984) and Casey, Dodd and Dolan (1987) (which 
itself is cause for further study), it does provide 
.some evidence that positive unexpected returns 
exist. Note, however, that the results in this paper 
do not depend upon showing large significant 
unexpected returns. Our purpose is to show that 
news-adjusted unexpected returns are significantly 
lower than unadjusted returns. 

Turning to volume behaviour (Table 4), note 
that high abnormal volumes occur throughout the 
examination period. For example, abnormal vol- 
ume (ARA) on days —7, —2 and —1 reaches 
values of at least 15.00 times.'? All of these are, 
however, individually insignificant. ACAVs cumu- 
lated from day —30 for announcement dates 
are pictured in Figure 3 (mean) and Figure 4 
(t-statistic). 

Cumulation from any starting date from — 186 
yields significantly positive ACAVs by day —1 
(p « 0.10 from —1, p « 0.05 from —5to —15 and 
p «0.01 from earlier dates) The ARA_, is 
approximately 15 (¢=1.9, p «0.10), whilst 
ACAV 559 is 115 (t = 2.96, р «0.01). Note the 
fast climb of both ACAVs and their t-statistics 
during short cumulation periods as compared 
to longer periods. For example, 18% (377/318-1) 





‘In other words, the cumulated excess is 1 + 15 times the 
normal daily volume. 


Table 2 
News-adjusted Date (n — 66) 
Announcement Date 
Rel. Abn Abn 
date mean яа sig. 
~10 0.001 0.525 n.s. 
-9 0.001 0.714 
—8 0.003 1.028 
-7 —0.002 — 0.538 ns. 
—6 0.011 0.866 n.s. 
-5 0.000 —0.313 n.s. 
-4 0.008 1.888 
-3 0.010 1.855 
-2 0.002 0.405 m.s. 
–1 0.019 1.481 n.s. 
0 0.024 2.371 
I 0.029 1.930 
2 0.003 0.974 ns. 
3 0.001 0.709 n.s. 
4 0.010 1.621 n.s. 
5 0.013 1.517 n.s. 
6 0.003 1.561 ns. 
7 0.001 0.339 ns. 
8 0.001 0.300 n.s. 
9 0.002 0.813 n.s. 
10 0.000 0.134 n.s. 
*Denotes significant at p < 0.10. 
**Denotes significant at p < 0.05. 
***Denotes significant at p < 0.01. 
A negative sign indicates that the {-statistic is negative. 





Abnormal Return Pattern around Takeover: Announcement Date and 


News-adjusted Date 


Abn Abn 

mean & t-stat sig. 
0.000 С 0054 пз. 
—0.001 —0.986 n.s. 
0.001 0.258 n.s. 
0.001 © —0137 n5. 
0.010 * 0766 ns. 
—0.002 , —0.952 n.s. 
0.008 * 1.737 » 
0.008 . 1.586 n.s. 
—0.004 1181 n.s. 
0.016 е 1420 ns. 
002 ¢ 2.073 *» 
0013 ; 1.617 ns. 
0.001 0.563 n.s. 
0.000 A 0.112 ns. 
0.010 ve 1.524 n.s. 
0.015 1,665 n.s. 
8.002 0.747 ns. 
0.001 0.245 R.S. 
0.005 1246 пз. 
0.002 0.697 n.s. 
0.000 —0.018 n.s. 
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7 
of the increase, in ACAV ıs occurred in.5.3% of 
the time (days —10 to —1). So, the positive 
volume response does quicken closer to the an- 
nouncement date, suggesting that the anticipation 
of the announcement may be tradeable knowledge. 
However, there is ‘still a large component of 
positive ACAV accruing between days —186 and 
— 10. 

The relatively large volume accrual between days 
— 186 and — 10 seems to suggest a metric misspe- 
cification problem, since the expected deviation of 
daily volume from Normal Volume ought to be 
Zero. Р 

It is possible that the problem тау be due to 
usage of raw volumes, uríadjusted for capital di- 
lution. Consequently, Table 4 includes raw volume 
data, and these are shown in Figures 5, 7 and 8. 
These will be discussed below with the results using 
news-adjusted dates. —.-— 


News-adjusted Dates t 


In determining news-adjusted announcement 
dates, the following content analysis procedure was 
adopted. The 1983, 1984 and 1985 editions of the 
Australian Business Index, a yearly listing of all 
news items about Australian companies, was re- 
ferred to in relation to each company in the 
sample. A news headline resulted in adjustment if 
it included the words-'takeover' or ‘target’, or 
otherwise made explicit reference to the possibility 
of takcover. Comments indicating, for example, 
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› 
Figure 1 | ; 
Average Cumulative Residual (mean) over days —30 to 30 around official takeover announcement date 
(all targets) 
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Figure 2 J 


Average Cumulative Residual (f-statistic) over days —30 (о .30 around official takeover announcement date 
(all targets) 





x-axis: day relative 10 announcement <= 
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Figure 3 
pes ooo Abnormal Volumes (mean) over days — 30 to'30 around official takeover announcement date 
targets 


600 


: = meon 
x-axis: day relative to announcement y-axis: multiples of normal volume 


Figure 4 | Ё e 
Average Cumulative Abnormal Volumes (t-statistic) over days —30 to 30 around official takeover announcement 
date (all targets) E 
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x-axis: day relative to announcement 





ACCOUNTING AND BUSINESS RESEARCH 


12 


nd official takeover announcement date (all targets) 


Mean (raw) Volumes over days —30 to 30 aro 


Figure 5 


x-axis: day relative to announcement 
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Mean (raw) Volumes over days —30 to 30 around news-adjusted takeover dates (all targets) 


Figure 6 





x-axis: day relative to announcement 
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Figure 7 


Abnormal Volumes over days —30 to 30 around official takeover announcement date (all targets) 
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. y-axis: multiples of normal volume 


ZZ) нет 
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—30 to 30 around news-adjusted takeover dates (all targets) 


Figure 9 
Average Cumulative Residual (mean) over days 
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x-axis: day relative to news 


that a company was ‘cashed-up” "were not con- 
sidered appropriate to require adjustment, due to 
the variety of ways in which they, ‘could be inter- 
preted. (Examples of items resulting in date adjust- 
ment are listed in Appendix 2. д А cut-off date of six 
months prior to announcement was set, and по 
news items prior to this time were considered. This 
resulted in 28 out of the 66 companies being 
adjusted. Over all companies, the mean adjustment 
was 25.12 days (median — 0). Over the 28 adjusted 
companies, the average adjustment was 59.21 days 
(median = 47, s.d. = 46:51), with a maximum of 
151 days and minimum of 1 day. 

Table 5 presents the ACRs for the base period 
and sub-periods around news-adjusted announce- 
ment dates, whilst volume data around news- 
adjusted announcement dates are presented in 
Table 6. Return cumulations from day —30 to day 
+30 around news-adjusted announcement dates 
are illustrated in Figure 9, (mean) and Figure 10 
(t-statistic). 

Returning to Table 2, note that the positive 
return on day —3 has dropped out and that the 
day = 0 t-statistic drops from 2.37 to 2.07 (p still 
«:0.01). Turning to Table 5, the significance of the 
positive run-up drops away. (For example, the 
t-statistic of ACR_,; on day —1 has dropped from 
2.011 to 1.655 when comparing news-adjusted 
announcement dates against unadjusted dates.) 
Only investments at day —20 and day —5 would 


ACCOUNTING AND BUSINESS RESEARCH 


—— Mean 
y-axis: percent of price at -30 





have attained positive (p « 0.10) returns by day 
—]. Even on day 0, returns are negligible; for 
investments made between days —60 and — 20, no 
positive return becomes evident until day +1 
(p « 0.10), while investments made 6 months pre- 
viously do not outperform the market, even by day 
+60. 

By news-adjusted day + 1, virtually all investors 
of less than or equal to 2 months standing would 
have made some gains (p < 0.01 for cumulation 
from day — 1, p « 0.05 for cumulations from days 
—20, —15, —10, —5and p « 0.10 for cumulations 
from days —60 and — 30). The three day gain by 
day +1 is 6.9% (p « 0.01), contrasting with unad- 
justed day +1 of 9.6% (p < 0.01). The cumulative 
result of our adjustment procedure therefore is to 
reduce unexpected gains by approximately 30%." 

Volume data, presented in Table 6 and in 
Figures 11 (mean ACAV) and 12 (t-statistic of 
ACAV), continue to exhibit instability in both 
magnitude and significance. However, observation 
of the abnormal volumes shows that smaller values 
are evident prior to day 0 than for unadjusted 





"Note that transactions costs are not taken account of in our 
analysis. These may well eliminate the majority of the remaining 
returns. Note that it is not our intention to provide round-trip 
trading rules. We simply find that, after adjusting for news, 
unexpected returns and volume are less than would otherwise be 
concluded. 
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Figure 10 
Average Cumulative Residual (t-statistic) over days — 30 to 30 around news-adjusted takeover dates (all targets) 
3 А 


x-axis: day relative 10 announcement 





Figure 11 | ta 
Average Cumulative Abnormal Volumes (mean) over days —30 to 30 around news-adjusted takeover dates 
(all targets) А : 
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Figure 12 
Average Cumulative Abnormal Volumes (t-statistic) over days —30 to 30 around news-adjusted takeover dates 
(all targets) 
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Figure 13 . End 
Abnormal Volumes over days —30 to 30 around news-adjusted takeover dates (all targets) 
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Figure 14 
t-stat of Abnormal Volumes over days —30 to 30 around news-adjusted takeover dates (all targets) 


dates. Indeed, ARAs are not significant before 
day 0 (the news-adjüsted date), whilst the signifi- 
cance of the ACAVs is reduced. Thus, ARA. , and 
ACAV |; are insignificant, whilst for other 
cumulation periods, cumulative activity remains 
significantly positive. 

Recall that there may be problems with the 
ACAV metric. Accordingly, attention is drawn to 
raw volume data in Figures 9 (relative to an- 
nouncement dates) and 10 (relative to news- 
adjusted dates). Raw volume generally clusters 
more around the reference date in the news- 
adjusted case than in the unadjusted case. Note 
also the elimination of clear peaks at days —9 and 
— 28. Although it would be presumptuous to draw 
any inferences about significance from these dia- 
grams, the reduction in prior activity for the 
adjusted case is consistent with expectations. 

An examination of Figures 7 (unadjusted mean), 
8 (unadjusted t-statistic), 13 (news-adjusted mean) 
and 14 (news-adjusied t-statistic) confirms the 
expected pattern of phenomena. From Figures 7 
and 13 it is apparent that there is less abnormal 
activity prior to the news-adjusted date than to the 
unadjusted date, although this activity is still pre- 
dominantly positive (22 days versus 29 days before 
reference date). As far as significance is concerned, 
very little of this positive prior activity is significant 
in either case (2 days at p « 0.10 in unadjusted 
case, 1 day at p « 0.10 in adjusted case); the fact 
ABR 23/89—B 
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that the activity is generally positive does, however, 
explain the increasing trend of ACAV in both cases 
already reported.’ 


Conclusions and future directions 


When takeover announcement dates are adjusted 
for media reports about targets, both unexpected 
return and volume indicators of run-up reduce, 
suggesting not only that legitimate pre-bid trading 
(based on media speculation) is occurring, but that 
the failure of previous researchers to control for 
this type of information may be responsible for 
some of the extant evidence regarding statistically 
significant pre-bid trading returns and turnover. 
When the announcement surprise is removed 
(9.6% for official announcement dates over days 
—1 to +1 and 6.9% for news-adjusted dates over 
the same relative period), this leaves a 2.9% gain 
during the 10 days preceding the official date and 
а 2.1% gain in the 20 days preceding the news-ad- 
justed date. In other words, controlling for the 
information in media reports (by adjusting for the 
date when the public could reasonably have known 
of the takeover) reduces unexpected returns by 
30%. ‚ 

An interesting item, hot examined in the paper, 
was the negative (not significant) downward return 
drift from 6 months prior to.the official takeover 


.announcement dates. This is in contrast to the 


18 


findings of Bishop, Dodd and Officer (1987) that 2 


positive price response was in evidence from up to. 


36 months prior to announcement. Bishop, Dodd 
and Officer's result suggests that an upward drift is 
to be expected, whether or not it is significant. 
Further research might probe this difference. 

The evidence adduced in this research suggests 
that, if all publicly available information is fully 
controlled for in the calculation of unexpected 
return and turnover measures, then prior evidence 
suggesting statistically significant abnormal re- 
turns prior to takeover may need to be substan- 
tially reinterpreted. Further research might 
usefully address the effect on the pre-bid return and 
volume run-up of foothold strategies, and adjust 
returns for transaction costs. In addition, if the 
extent of insider trading is to be accurately 
measured, it is necessary to determine the extent of 
involvement of individual players during the pre- 
bid period, and to this end it is suggested that data 
about broker links to targets and bidders is essen- 
tial in sensing the existence of insider trading, its 
magnitude and, consequently, its implications for 
disclosure (and other regulatory) policies. Only 
when all those items have been controlled for will 
it be possible to infer that-positive unexpected 
returns prior to takeover are the consequence of 
insider trading. 
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Appendix 1: Takeover offers during 1984 and 1985 with no confounding events during month —18 


to month +6 

Announcement 
СО. date beta alpha FMB* class** Company пате 
ACG 19851021 0.29 — 11.00 C AS Australian Coal & Gold 
AEL 19850912 1.14 — 10.28 D AS Allied Eneabba Ltd 
ALL 19850306 0.27 16.93 S RS Allen’s Confection 
AOG 19840621 1.85 — 7.68 C RS Australian Oil & Gas 
APA 19840118 0.16 14.50 NC RF АРА. Hldgs. 
APA 19851128 0.03 17.08 F RS АРА. Hldgs. 
APB 19840106 0.52 35.43 D AS АРУ Bell Bryant Ltd 
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CO. 


ASR 
AUF 
BBL 
BND 
BNR 
Вор 
CLF 
CRK 
CSL 
DAV 
DTC 
EML 
EZI 
FLN 
GFC 
GPL 


Announcement 
date 


19850521 
19850201 
19850725 
19850523 
19850619 
19841212 
19840227 
19840303 
19840727 
19850201 
19840503 
19840419 
19840613 
19840711 
19850613 
19856221 
19850215 
19851010 
19841202 
19850903 
19851202 
19840724 
19850822 
19850219 
19851106 
19840907 
19840106 
19841224 
19840105 
19851227 
19840605 
19851028 
19850326 
19850617 
19840723 
19840921 
19850726 
19850304 
19840109 
19850328 
19841106 
19840202 
19840213 
19851014 
19850415 
19840913 
19850318 
19840409 
19840412 
19850423 
19840813 
19850312 
19850402 
19850503 
19840309 


beta 


0.76 
—0.08 
0.35 
0.48 
1.75 
0.23 
221 
0.01 
0.45 
1.14 
0.29 
0.84 
1.17 
2.25 
— 0.33 
1.06 
0.80 
0.53 
0.89 
0.75 
0.98 
0.59 
0.26 
1.02 
—0.46 
—0.15 
0.77 
— 0.08 
0.94 
0.70 
0.47 
— 0.09 
—0.17 
1.06 
—0.44 
0.62 
0.51 
1.11 
2.43 
0.01 
0.07 
— 0.09 
0.39 
1.03 
3.83 
0.39 
0.40 
0.14 
0.16 
228 
1.52 
1.30 
0.18 
—0.15 
— 0.13 


alpha 


94.11 
21.30 

— 28.35 
2.38 
'—4.25 
13.94 

— 26.08 
5.49 
0.18 
0.00 
6.19 
2.75 
—2.59 
— 21.43 
— 25.66 
— 39.67 
10.82 
13.49 
22.31 
—0.24 
5.65 
4.32 
—17.37 
1.79 
230.16 
18.93 
8.48 
—2.95 
— 1.91 
10.26 
8.87 
20.39 
70.23 
9.43 

— 10.87 
—0.43 
9.31 
3.38 
—23.41 
122.38 
— 6.32 
6.68 
7.55 

— 29.66 
— 47.35 
44.17 
29.66 
39.81 
11.71 
— 15.95 
— 14.38 
— 27.65 
— 7.40 
152.89 
4.39 


FMB* class** 


A бообобообобслааоо 


2 


2 


ссбеәясооцзояссосоёоётчобёоясәссдә» Ќи 


2 
ооооов 


2 


О 


AS 
AS 
AS 
AS 
AS 
AS 
RF 
AS 
RF 
AS 
AS 
RF 
AS 
RF 
AS 
AS 
RF 
AS 
RF 
AS 
AS 
RS 
AS 
AS 
AS 
RF 
RS 
RF 
RS 
AS 
RF 
AS 
RF 
RS 
AS 
AS 
RF 
AS 
AS 
AS 
AS 
AS 
RF 
AS 
RF 
AS 
AS 
AS 
AS 
AS 
RF 
AS 
RF 
AS 
AS 


Company name . 


A.T.S. Resources 
AMEV-UDC Finance 
Bestobell Australia 
Byrne & Davidson 
Barry & Roberts Ltd 
Bank of Queensland 
Cliffninex NL 

Clark Rubber Ltd 
Calsil Ltd 

Davis (Charles) Ltd 
Datronics Corp. 
Email Ltd 

E.Z. Industries 
Flinders Petrol. NL 
Griffin Coal Mining 
Gold Plateau NL 
Group Property Serv. 
Gow (R.M.) & Co. Ltd 
Hooker Corporation 
John Holland 

Johns Perry Ltd 
Kinnears Ltd 

Korvest Ltd 

Lanray Ind. Ltd. 
Lipton MacQuarie 
Lane's Motors (Hldgs) 
Latec Investments 
Malco Industries Ltd 
Mayne Nickless Ltd 
Mercantile Credits 
Murphyores Holdings 
Mortlock Bros. Ltd 
Mackay Television 
Minerals Mining & Metallurgy 
McDonnell & East Ltd 
Mcllwraith McEacharn 
Nilsen (Oliver J.) 

Oil Drilling & Expl. 
Project Oil Expl. 
Parkston Ltd 

Robb & Brown Ltd 
R.V.B. Ltd . 
Seppelt B. and Sons 
Southland Mining Ltd 
South Eastern Petrol 
Supertex Industries 
Trade Credits Ltd 
Trans Otway Ltd 
Triton Paints Ltd 
United & Commercial 
United Petroleum 
West Aust: Onshore 
Winterbottom 

Wide Bay-Burnett TV 
Wills (С. & К.) 


continued overleaf 
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Announcement : | 
со. date beta - alpha | FMB* class** Company name 
WIV 19840412 . 0.39 16.31 C AS Winthrop Investments 
WLD 19840322 0.34 81.71 C AS Walden Properties 
WOI 19850423 0.98 5.38 NC RF  Wormald Internat. 
WPL 19850410 .' 1.76 — 14.84 C RS Woodside Petroleum 


*FMB: This column lists the description of the takeover from Financial Markets Briefing as 
follows: C if described in FMB as ‘achieved’ together with a controlling percentage (i.e. > 50%). 
S if described in FMB as ‘successful’. D if described in FMB as ‘successful’ with ‘delisted’. F if 
described in FMB as ‘successful’, ‘full’. NC if described in FMB as ‘achieved’ together with a 
non-controlling percentage (i.e. < 50%). W if described in FMB as ‘offer withdrawn’. L if described 
in FMB as ‘lapsed offer’. X if described in FMB as ‘cancelled tender’. U if described in FMB as 
‘unsuccessful’. 

**Class: This column lists the classification of the takeover. | 
The first letter of this code denotes whether the target was hostile to the offer. А indicates that 
the directors recommended shareholders accept, whilst R indicates that they recommend rejection. 
The second letter indicates the outcome as follows: 

Interpreted as S = Successful if ЕМВ = С, S, D or Е 

Interpreted as Е = Failed if FMB = NC, W, L, X, or U 


У 
Appendix 2: Illustration of adjustment criteria used in determining news-adjusted dates 
The following headlines have been selected as examples from the Australian Business Index to 
illustrate report items which resulted in news-adjustment of takeover dates. 


APB news: 19831219 announcement: 19840106 
Adjusted: UK raid coming? 


CAL news: 19840304 announcement: 19840320 
Adjusted: Tasminex could bid 


DAV news: 19850131 announcement: 19850201 
Adjusted: Mystery buyer seeks ten per cent 
EML news: 19840309 anüouncement: 19840419 
Adjusted: Being raided? 


EZI news: 19840201 announcement: 19840613 
Adjusted: Tipped.to bid for Broken Hill 


‘FLN news: 19840613 announcement: 19840711 


Adjusted: Latec 19.9 per cent stake buyer? 


GFC news: 19850608 announcement: 19850613 
Adjusted: New WA Smelter prospects up as Reynolds takes 25 per cent 


GPS news: 19850213 announcement: 19850215 
Adjusted: Mystery buyer seeks 19.9 per cent 


HKR news: 19841012 announcement: 19841202 
Adjusted: Thriving on takeover speculation 


POE news: 19830905 announcement: 19840109 
Adjusted: Bridge has 60.47 per cent 


RNB news: 19840712 announcement: 19841106 
Adjusted: Adsteam soaks up shares in market 


SEP news: 19840120 announcement: 19840213 
Adjusted: Could be raided by Adsteam 


STN news: 19831208 announcement: 19840103 
Adjusted: Gets takeover. jitters 


TCR news: 19841030 announcement: 19850318 
Adjusted: Interesting moves on share register 
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Accounting Measurement Rules in 
UK Bank Loan Contracts 


David B. Citron* 


Abstract—This paper examines the financial ratio covenants found in a sample of 25 UK bank loan contracts and 
13 contract templates. Minimum net worth, interest cover and gearing are the most widely occurring ratios. GAAP 
are used as the basis for all definitions. The definitions of net worth, borrowings and interest are frequently modified 
in a conservative direction, drawing on information both from the notes to published accounts and from outside 
those accounts. The definitions of profit, current assets and current liabilities, however, rarely deviate from GAAP. 
Thus some definitions restrict corporate management's scope to avoid covenant violation through appropriate 
accounting method choice while other definitions appear to permit it. Furthermore the widespread use of ‘rolling’ 
GAAP means that standard setters need to bear in mind that new standards can cause covenant violations. The 
findings of this study are consistent with those of previous research in the US and Australia. 


Introduction 


Financial ratio covenants (FRCs) are widely used 
in UK bank loan (private debt) contracts. The 
violation of loan covenants normally gives the 
lender the right to accelerate repayment of the 
loan. While such acceleration will not usually be 
required immediately (Donaldson and Donaldson, 

1982), the possibility always exists that this will 
occur.' Moreover, even if the lender does not adopt 
this ultimate sanction, it may still impose substan- 
tial costs on the defaulting borrower, restricting 
permitted activities and charging higher interest 
rates. 

“The borrower/lender relationship is not the only 
one in which FRCs can play a key role. In con- 
tested takeover battles the likelihood of a bidder 
breaching its FRCs at an early date has been cited 
by a competing bidder or a defending target on a 
number of occasions.’ 





*The author is lecturer in accounting at the City University 
Business School. He acknowledges the helpful comments of two 
anonymous referees on earlier drafts of this paper. 

!An example of this occurs in Magnet Group plc's buy-out 
document of 19 January 1990 in which the directors state ‘that 
it is not unlikely that an Event of Default will occur in the 
course of the next three years... the directors are of the view 
that the lenders to the buy-out Vehicle are likely to continue to 
act commercially and realistically and not to demand immediate 
repayment on non-material or merely technical Events of 
Default’. А 

?For example, refer to Dee Corporation's defence against 
Barker & Dobson's bid in 1988. It was due to the claim of 
insufficient disclosure of the conditions attached to Barker & 
Dobson's borrowings that The City Code on Takeovers and 
Mergers was expanded to require that ‘in a highly-leveraged 
offer, the Panel will normally require that the offer document 
contains a description of the financing arrangements’ (Rule 24, 
2(c)). Examples of other offers in which FRCs have played a 
role are the 1989 bids of BDDP for Boase Massimi Pollitt pic 
and of Isosceles pic for the Gateway Corporation ple. 


The above instances suggest that there is a 
strong motivation for borrowers to avoid violating 
FRCs. One way of achieving this may be by 
appropriate choice of accounting methods and 
hence the accounting definitions used in FRCs are 
a matter of considerable importance. 

Contracting theory suggests that the ratios 
actually in use and their definitions are those that 
maximise the wealth of the contracting parties 
(Watts and Zimmerman, 1990). According to 
theory, this set of ratios and their definitions 
result from a trade-off between the benefits that 
contracting provides by regulating share- 
holder/lender conflict against the costs of that 
contracting, such as bonding, monitoring and 
renegotiation costs. 

Research to date into the nature of the account- 
ing ratios used in debt contracts has been con- 
ducted predominantly in the US, the first in-depth 
study in this area being Leftwich's analysis of 
private debt contracts (1983). Leftwich finds that, 
while generally ‘accepted accounting principles 
(GAAP) are widely used, systematic modifications 
also occur. He also finds that definitions tend to 
use GAAP current at the date of the calculation 
(rolling? GAAP) rather than those in force 
when the contract was drawn up (‘frozen’ GAAP); 
that modifications tend to be conservative, with 
the effect of reducing management's ability to 
avoid covenant violation by choice of income- or 
asset-inflating accounting procedures; and that 
these modifications tend to.consist of straight- 
forward adjustments to the GAAP figures, thus 
reducing monitoring costs. Smith and Warner 
(1979) find that, in public debt issues, accounting 
definitions usually ‘accord with unmodified 
GAAP. In their studies of Australian public debt 
issues, however, Whittred and Zimmer (1986) and 
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Stokes and Leong (1988) find a modified GAAP 
approach. 

El-Gazzar, Lilien and Pastena's (1989) research 
into US lessees’ private lending agreements finds 
little attempt to modify accounting definitions 
to include off-balance sheet finance. However, 
El-Gazzar and Pastena's (1990) study of US 
private lending agreements finds that tailoring 
often aims to adapt GAAP to a cash flow basis or 
to focus on legal borrowing entities, thus facilitat- 
ing the monitoring of borrowers' ability to repay. 

This paper uses the contracting theory frame- 
work to investigate the accounting measurement 
rules used in those FRCs most widely found in UK 
bank loan contracts. It thus provides, for the first 
time, empirical evidence on the identity and defi- 
nitions of the FRCs generally found in private debt 
contracts in the UK. . 

These issues are of relevance to future research 
seeking to understand the determinants of ac- 
counting method choice in the UK. This is because 
the likelihood that managers will choose a particu- 
lar accounting method in order to avoid breach of 
a FRC depends, in part, on exactly how the 
accounting numbers are contractually defined 
(Whittred and Zimmer, 1986; p. 20). 

As far as accounting regulators are concerned, 
the extent to which GAAP are used and the way 
in which contracts accommodate changes in 
GAAP are important as indicating the impact that 
new accounting standards could have on the con- 
tractual relationship between banker and cus- 
tomer Furthermore, the extent to which 
mbdifications draw on disclosures in the notes to 
the accounts as opposed їо’ relying on the presen- 
tation in the main financial statements should 
throw some light on the disclosure vs. presentation 
debate. 


Data sources 


The data for this paper are derived from extracts 
from bank loan contrácts obtained from 22 separ- 
ate sources. A relatively wide range of supplying 
institutions was deliberately sought in preference 
to obtaining a large number of contracts from a 
small number of institutions. This was to minimise 
the problem of duplication that would be likely to 
arise if too many contracts from any one insti- 





MacArthur (1988), in his study of corporate comments cn 
Exposure Drafts numbers 1 to 31, reports that ED 29 (Account- 
ing for Leases and Hire Purchase Contracts) and ED 30 
(Accounting for Goodwill) specifically requested comment cn 
the likelihood that their proposals would cause or hasten loan 
defaults. However a review of Exposure Drafts numbers 32 to 
55, published subsequent to MacArthur's study, reveals ro 
further instances when this issue has been raised. While the 
majority of these Exposure Drafts.had little bearing on contrazt 
definitions, a small number could have influenced reported ratio 
levels (e.g. ED40, Stocks and Long-Term Contracts; ED42, 
Accounting for Special Purpose Transactions). 
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tution were included in the analysis. This is because 
each lending institution tends to use its own tem- 
plate as the starting point for negotiating actual 
contract conditions. 

Three different sources for loan contracts were 
identified: term lending institutions, law firms and 
published offer documents. Fifty major term lend- 
ing institutions were contacted,^ of whom 13 (26%) 
agreed to provide loan contract details. While 57% 
of the UK clearers and 3096 of the UK merchant 
banks that were contacted provided contracts, only 
8% of the overseas banks (two US banks) did so. 
The findings, therefore, reflect a bias towards the 
practice of the UK clearers, although this is accept- 
able in view of their predominance in the UK loan 
market. 

Contracts were also obtained from five of the 
eight law firms listed in The Hambro Company 
Guide (August 1988) as having 50 or more public 
company clients. The companies likely to have 
published covenant details as required by the City 
Code on Takeovers and Mergers (see footnote 2) 
were located by examining Acquisitions and Merg- 
ers International, February 1989 to October 1990, 
for contested cash and/or loan note bids in excess 
of £20 million and from well-known buy-out cases. 

Table 1 gives details of the 25 contracts studied. 
These contracts were drawn up predominantly in 
1988 or 1989. As the Table shows, 13 templates, 
which are used as a basis for drafting and negoti- 
ating actual agreements, were also obtained? 

The sections of contracts that have been ob- 
tained are those specifying the financial covenants 
and the accounting item definitions. Since the focus 
of the study is on the nature af accounting 
measurement rules, relevant financial ratio 
covenants are defined as those derived from com- 
panies’ financial statements. Therefore covenants 
such as direct restrictions on share redemptions or 
asset disposals have been omitted from the analy- 
sis. Virtually every contract was anonymous to 
safeguard banker confidentiality. 


Ratio covenants used 


Of the 22 contracts for which there was a complete 
listing of the FRCs included, 19 (86%) contained 
between three and five FRCs. Five is the maximum 


+ 





*These comprised: (i) all eight members of the Committee of 
London and Scottish Bankers plus two other British clearers 
engaged in corporate term loans; (ii) all four members of the 
Northern Ireland Bankers' Association; (iii) nine of the sixteen 
UK merchant banks that comprised the Accepting Houses 
Committee as at December 1988 plus one other leading mer- 
Chant bank; (iv) the 26 US, Canadian, Australian, French, 
German and Swiss banks listed in The Banker (November 1988) 
as having over 200 UK employees (this being used as the only 
indicator available of size). 

5Not all of the 38 contract extracts contained full details of all 
financial covenants plus detailed accounting definitions. Where 
a subset of the 38 has been used this is indicated. 
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Analysis of Loan Contract Extracts Used 


Number of contracts 


Actual 
contracts 


From banks 
From law firms 
From offer documents 


10 
10 
5 


25 


Standard 
contract 
forms 
9 
4 


No. of 
Separate 
Sources 
13 
5 

4 * 
22 


Total 
19 
14 

5 


38 


13 


*These аге: Isosceles plc's offer for The Gateway Corporation plc; The 
Boots Company plc for Ward White Group plc; and Magnet Group pie’ 5 
buy-out (original offer and new financing terms). 


Table 2 


Financial Ratio Covenants Most Frequently Occurring 


Minimum net worth 

Interest cover 

Gearing (= % of borrowings) 

Current ratio 

Asset disposals/net worth 

Leverage (= % of liabilities) 

Cash flow/relevant expenditures 

Minimum profit before interest and taxation 
Dividend cover 


Number of occurrences 
In actual In ‘standard 
contracts contract forms 
(n = 12) 
18 11 


17 
16 
6 
4 
3 
3 
2 
1 


15 other ratios were found, none occurring more than twice in total. - 


number found in any one contract. Minimum net 
worth, interest cover and gearing (the ratio of bor- 
rowings to net worth)’ are the three most frequently 
occurring covenants, both in actual contracts and 
in the standard forms (see Table 2). Nineteen (86%) 
of the 22 actual contracts contain at least two of 
these three FRCs, and eleven (50%) contain all 
three of them. In nine of these eleven contracts these 
three FRCs are supplemented by additional FRCs. 

The frequency with which various FRCs occur 
in the private debt contracts analysed here is 
compared in Table 3 with the findings of two US 
studies of predominantly private debt contracts 
and two papers on Australian public debt issues. In 
contrast to the UK contracts, the US agreements 
make greater use of dividend restrictions and the 





‘Three standard contract forms contained more than five 
FRCs, but not all of these may remain in the finally negotiated 
agreement. 

"This definition of gearing is in contrast to that of leverage 
which, in the few contracts where it occurs, is the ratio of total 
liabilities tc net worth. 





minimum working capital covenant, but far less 
use of interest cover. The Australian public debt 
agreements appear to rely, in the main, on only two 
leverage ratios. Further research would be needed 
to ascertain whether this is typical of public debt 
agreements in other countries. 

All the FRCs are maintenance covenants, ie. they 
are in force over the life of the contract, as opposed 
to applying only if additional debt is to be issued." 
In some contracts the FRC levels vary over time, 
with gearing expected to fall and net worth and 
interest cover to rise? Smith and Warner (1979) 





*Contrast with Whittred and Zimmer (1986) who find lever- 
age to be a maintenance covenant but the interest cover 
restriction to apply only if a further debt issue is proposed. 

*Of the 19 actual contract extracts which stated a gearing 
covenant level, eight were in'the 75%-100% range, nine were 
between 101% and 150% and two were 200%. Of the 17 interest 
cover covenants, three were 2.0 or less, 11 were between 2.1 and 
3.0, and three were 4.0 or above. Of the six current ratios, four 
were 1.25:1 and two were above this level. Where the FRC level 
changed over the life of the contract, the levels amid above are 
the last ones specified. у 

» 
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Table 3 | : . ; А 
FRCs Ranked by Frequence of Occurrence: a Comparison with Previous Studies 


Castle 
Citron (1980) 
UK US 
Private Private 
(n 2 22) 
1 (82%) 
2(77%) 
3(73%) 
4(27%) 
5(18%) 


Minimum net worth 

Interest cover 

Gearing (= % of borrowings) 

Current ratio 

Asset disposals/net worth 

Leverage ( = % of liabilities) 

Dividend restriction 

Minimum working capital 

Prior charge cover 

Secured liabilities to 
tangible assets 


Note: 


(n = 37) 
4 (27%) 


3 (38%) 


2 (62%) 
1(76%) 
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Whittred/Zimmer 
(1986) 
Australia 
Public 
(n = 41) 


Stokes [Leong 
(1988) 
Australia 
Public 
(n = 58) 


Press/Weintrop 
(1990) 

US 
Private & public 
(n = 83) 

3 (46%) 

4 (15%) 
2 (49%) 
5 (22%) 
1 (9394) 1(95%) 
1 (61%) 
4 (45%) 
3 (37%) 


2 (90%) 2 (86%) 


1. This table ranks the five most frequently occurring ratios found in each study, provided their frequency 


was at least 1595. 


2. nrepresents the number of contracts analysed in each study. The percentages indicate the frequency with 
which each covenant occurred among the contracts studied. 

3. There is some overlap in the trust deeds covered by Whittred/Zimmer (1986), who analyse debentures 
and notes including convertibles, and Stokes/Leong (1988) who look only at convertible notes. 


suggest a framework which groups covenants under 
four headings: production/investment covenants, div- 
idend covenants, financing covenants and bonding 
covenants. UK bank loan contracts appear to use 
the frequently occurring interest.cover and gearing 
covenants to retrict companies' financing policies, 
while minimum net worth айа gearing are the most 
widely used FRCs for constraining excessive dividend 
payments. Regarding production/investment policies, 
Smith and Warner point out that it may not be 
feasible to use covenants to deal with lender/owner 
conflicts such as the underinvestment problem, since 
it will be excessively costly to monitor which pro- 
jects a borrower has failed to undertake. Dividend 
and financing covenants, such as the maintenance of 
a minimum net worth, may be indirect yet effective 
ways of dealing with this issue. A minimum current 
ratio, which is found in over one quarter of actual 
contracts studied, may also be helpful in requiring 
a company to maintain a certain level of assets.” 


Reporting covenants 


Accounts-related reporting covenants specify 
which financial statements are to be supplied and 





‘Common non-accounts based festrictive covenants occurring 
in the contracts studied are similar to those found in other sur- 
veys, viz: restrictions on additional borrowings or the granting 
of prior security (relating to financing policy); restrictions on asset 
disposals, mergers and acquisitions and on capital expenditure 
{all relating to production/investment policies); and restrictions 
on share redemptions (equivalent to a dividend covenant). 





which accounting techniques are to be used. 
Twenty-two of the contract extracts studied 
contained sections dealing with these provisions 
in general (detailed accounting definitions are 
analysed in subsequent sections). 

All of these contracts require the latest audited 
accounts to be submitted. The most frequently 
occurring additional requirement is for manage- 
ment accounts, specified in ten (45%) of the 22 
contracts (see Table 4). These are required with 
various degrees of frequency, e.g. monthly, quar- 
terly or at ‘reasonable’ intervals, and are usually to 
be drawn up on the same basis as the annual 
accounts. This requirement to supply management 
accounts in just under one half of the contracts 
studied indicates a certain level of demand for 
financial information on a more frequent than six 
monthly basis. Often an officer of the company 
may be required to certify that the results in the 
management accounts comply with the financial 
covenants. 

The great majority of actual contracts specify 
the use of ‘rolling? GAAP, i.e. those generally 
accepted accounting principles in use in the UK at 
the date of the calculation (see Table 4).!! This 
conforms with Leftwich's finding relating to pri- 
vate lending agreements in the US, cited above. 





! In those contracts where GAAP are specified as the basis for 
calculations and no further details are provided for dealing with 
changes in GAAP, then 'rolling' GAAP has been assumed in 
Table 4. 
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Table 4 
Reporting Covenants 


Reports required in addition to latest audited accounts: 


Unaudited interims 
Management accounts 
Forecast accounts 


Procedure specified for dealing with changes in GAAP 
*Rolling GAAP 
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Number of occurrences 
In actual In standard 
contracts contract forms 


(п = 12) (п = 10) 


3 
5 

m 

zm 


‘Rolling’ GAAP but original method applies until appropriate 


revisions incorporated in contract 


Predominantly ‘rolling! GAAP with elements of ‘frozen’ GAAP 
‘Rolling’ GAAP but lender can require accounts to be redrafted 


according to original method 


‘Rolling’ GAAP but borrower must also supply data according to 


original method 


‘Frozen’ GAAP, but subject to negotiation where differences are 


material 


‘Frozen’ GAAP subject to the interpretation of the facility agent 


‘Frozen’ GAAP 
| Information not available 


One quarter of the actual contracts and one half of 
the standard ones adopt various combinations of 
‘rolling’ and ‘frozen’ GAAP. The tendency to 
favour ‘rolling? GAAP, particularly in the actual 
contracts, lends some support to the view that the 
costs of redrafting accounts to accord with ‘frozen’ 
GAAP are considered to exceed the costs of tech- 
nical default caused solely by changes in GAAP. 
However, the use of 'rolling GAAP does mean 
that new accounting standards can cause covenant 
breaches. 


Accounting definitions 


This section analyses the nature of the accounting 
definitions specified for the four most frequently 
used FRCs shown in Table 2: net worth, borrow- 
ings, profit, interest, current assets and current 
liabilities. 
Net Worth 

Typical net worth covenants read: 


The company shall ensure that Consolidated 
Tangible Net Worth shall at all times be not less 
than £x. ! 

The company will ensure that, for each of the 
periods set out below, the financial condition of 
the Group shall be such that Consolidated 
Tangible Net Worth is not less than the amount 
set out against that period. 


The definitions of net worth used in the mini- 
mum net worth covenants studied always exclude 





at least some intangible assets" (see Table 5). 
Some specific goodwill items may be permitted to 
remain in loan contracts for the financing of 
acquisitions or buy-outs. In 11 (73%) of the 15 
actual net worth definitions, all intangibles are 
excluded (see Panel 5a). Furthermore the revalua- 
tion reserve is generally only included up until a 
specified date and/or if arrived at by an indepen- 
dent valuation (see Panel. 5c). Adjustments to take 
account of post-balance sheet events are also 
common. 

The limitations on the inclusion of intangible 
assets and the revaluation reserve, as well as the 
occasional specific underlining of the requirement 
for accounting consistency, promote both the 
objectivity and conservativeness of the figures 
used, thus reducing management's scope for 
manoeuvre to use accounting treatments to avoid 
covenant violation. The exclusion of intangibles 
also has the effect of ignoring those assets which 
would be unlikely to realise cash for the lenders 
(see El-Gazzar and Pastena, 1990). 

The main constituent of net worth not subject to 
careful definition is the Profit and Loss Account 
balance, nor is this dealt with in any more detail 





2Leftwich’s (1983) analysis of US private loan agreements 
and Whittred and Zimmer's (1986) study of Australian-public 
debt deeds also find that goodwill and intangibles are frequently 
excluded from the borrower's asset base. 

Tables 5 to 7 detail all the accounting measurement defi- 
nitions that occurred more than once in the contracts studied. 
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Table 5 
Net Worth Definitions 








In actual In standard 
contracts contract forms Total 
(n = 15) (n = 10) (n = 25) 
Net worth includes: 
Paid up issued share capital 15 10 25 
Proposed share issues already underwritten 2 == 2 
Specific reserves detailed: 
Share premium account 10 5 15 
Capital redemption reserve 8 5 13 
Profit and loss account 11 8 19 
Capital and revenue reserves il 10 21 
Specified loan accounts 4 — 4 
Net worth excludes (entirely or in part): 
Intangible assets (see Panel 5a) 15 10 25 
Taxation provisions (see Panel 5b) - 11 9 20. 
Revaluation reserves (see Panel 5c) 1 8 19 
Post-balance sheet date adjustments to incorporate: 
Alterations in group structure. 3 4 7 
Proposed distributions not provided for in last accounts 6 6 12 
Changes in capital and reserves: 
Other than profit and loss account changes | ' 2 2 4 
Any such changes as appropriate — 3 3 
Fixed asset acquisitions/disposals 2 — 2 
Adjustments for accounting consistency 
Specifically included in net worth definition 4 4 8 


Entirely excluded 
All excluded except specific goodwill items 


АП tax provisions explicitly excluded 
Deferred tax provisions explicitly excluded 





Panel 5c 
Revaluation Reserve Exclusions 


Entirely excluded 

Excluded if subsequent to a certain date unless 
independently valued 

Excluded if subsequent to a stated date 

Excluded unless independently valued 


ПЕРНЕ 





elsewhere in the definitions of other items related 
to profits, such as interest cover. 

The inclusion of specific loan accounts, e.g. 
subordinated debt or a specific inter-company loan, 
as part of net worth in four of the 15 definitions 
indicates a willingness to take a view of the econ- 
omic substance of a situation rather than necess- 
arily to adhere to conventional accounting usage. 


Note: Twelve additional amendments to the net worth definition were found, each occurring only once. 


Panel 5a 
Intangible Asset Exclusions 


Panel 5b 
Taxation Provision Exclusions 
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Number of occurrences 


ll 9 20 
1 5 

15 10 25 
4 4 8 

7 5 12 
ll 9 20 


Interest Cover 


Typical interest cover covenants read as follows: 


The Borrower shall ensure that the ratio of 
Profits Before Interest and Tax to Interest 
Charges shall not at any time during each 
financial period specified below, fall below the 
ratio set out opposite such period, provided that 
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the ratio shall be calculated as at the last day of The most widely used definition of interest cover 
each month by reference to the immediately isthe ratio of profit from ordinary or operating acti- 
preceding period of twelve months. vities (calculated before interest, taxation and extra- 

The Company shall ensure that Consolidated ordinary items)to gross financecharges (see Table 6). 
Profits before Interest and Tax in respect of any These items are almost universally calculated on a 
financial year shall at all times exceed x% of group basis as shown in the consolidated accounts. 
Consolidated Net Finance Charges for such There is a strong preference for the ‘cover’ 





financial year. covenant to be some measure of accounting profit 
Table 6 
Interest Cover Definitions 
Number of occurrences 
In actual In standard 
contracts contract forms Total 
(п = 12) (п = 9) (n = 21) 
Basic definition: : 
Profit to gross interest 9 8 17 
Profit to net interest 3 1 4 
12 9 21 
Profit 
General designation: 
Profit 2 5 1 
Profit from ordinary activities 4 1 5 
Operating profit 2 2 4 
Trading profit 2 1 3 
Other (each occurring once) 2 — 2 
12 9 21 
Calculated before deducting/crediting: 
Interest 8 · 8 16 
Net interest 3 1 4 
Taxation п | 9 20 
Extraordinary items 8 6 14 
Exceptional items 2 2 4 
Fixed asset disposal gains/losses — 2 2 
Goodwill amortisation 1 1 2 
Other exclusions (each occurring once) — 5 5 
Calculated after deducting/crediting: 
Detailed listing of expenses . 1 : 2 
Exceptional items 1 1 2 
Other inclusions (each occurring once) 3 1 4 
Interest 
Includes: 
Interest (stated explicitly) 11 8 19 
Lease and HP finance (see Panel ба) 7 4 11 
Financing costs, charges and expenses 6 4 10 
Commissions 6 3 9 
Discounts 3 3 6 
Capitalised interest 2 3 5 
Arrangement fees 2 2 4 
Commitment commission 2 2 4 
Other inclusions (each occurring once) — 2 2 


Panel 6a 
Lease and HP Finance Inclusions 
Interest element in leasing and HP payments included 
Interest elements of finance lease and HP payments included 
Interest component of rentals under finance leases included 


Mises 
oe 
Б 
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to interest as opposed to a measure of cash flow to 
‘relevant payments’ (e.g. interest plus loan repay- 
ments). Thus, interest cover appears in 17 out of 22 
actual contracts (77%) while a cash flow cover 
measure only appears in three contracts (14%) (see 
Table 2). Furthermore each of these three contracts 
also contains an interest cover covenant. 

There is little evidence that contracts attempt to 
adjust for accounting procedures that are particu- 
larly susceptible to management discretion. Profit 
before interest and taxation is usually taken as 
presented in the accounts. No case was found, for 
example, where a lender reserved the right to 
reclassify items classified by the borrower as extra- 
ordinary. Since definitions of Net Worth also do 
not contain any restrictions as to how the Profit 
and Loss Account balance should be measured, the 
only protection that the lender has with respect to 
these items appears to come from the universal 
requirements in contracts for accounting consist- 
епсу and for the use of audited accounts.” 

As shown in Table 6, interest is generally more 
closely defined, capturing the entire range of 
financing charges whatever they may be called. 
However, issues which have engaged accounting 
policy makers are not widely addressed in the 
contracts analysed. Thus, the interest element in 
leasing and HP payments is explicitly included in 
only just over one half of contracts studied 
(see Panel 6a), while capitalised interest is rarely 
included explicitly. 

There does appear to be an imbalance in the 
definition of the Interest Cover ratio, as a result of 
which the close definition of the denominator 
(interest) could be rendered ineffectual with rela- 
tive ease due to the loose definition of the numer- 
ator (profit). 


Gearing 
Gearing covenants typically read as follows: 


The ratio of Total Borrowings to Tangible Net 
Worth shall not exceed... 

The ratio of Consolidated Total Net Borrow- 
ings to Consolidated Tangible Net Worth shall 
not exceed, during each of the periods set out 
below, the ratio set opposite such period. 


The maximum gearing level that borrowers are 
permitted is defined as the ratio of either gross or 
net borrowings to net worth (see Table 7). 

While a small number of the contracts contain a 
brief, one-line definition of borrowings (e.g. ‘aggre- 
gate indebtedness for borrowed monies’), the 





'*E]-Gazzar and Pastena (1990) find that only 21% of the US 
bank loan agreements they studied tailor income definitions, 
while 58% tailor liabilities and 62% equity. 

One of the key issues at dispute in BDDP's contested offer 
for Boase Massimi Pollitt was the definition of ‘fees’ for the 
purpose of interest and cash flow cover, 
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majority (85% of the 20 definitions studied) 
contain a detailed listing of the items that consti- 
tute borrowings. 

To what extent do these detailed definitions deal 
with the issue of off-balance sheet finance? This is 
a particularly important issue since it is often 
argued that it is the very presence of restrictive debt 
covenants that motivates companies, seeking to 
extend their borrowing powers, to engage in off- 
balance sheet finance schemes (Peasnell and 
Yaansah, 1988). In the contracts studied, all ratio 
calculations are based on consolidated accounts 
drawn up according to generally accepted account- 
ing principles. While a small number of contracts 
(four ‘standard’ and one ‘actual’ ) also specify the 
borrowing entity in broader terms, e.g. ‘XYZ ple 
and its subsidiaries', which may be taken to in- 
clude, for example, unconsolidated subsidiaries, 
the ultimate reliance even in these contracts on the 
consolidated accounts would appear to give scope 
for the use of off-balance sheet finance. Only two 
actual contracts take the even narrower approach 
of relying on the consolidated balance sheet, as 
opposed to the consolidated accounts, an ap- 
proach which is more likely to exclude the debt of 
unconsolidated subsidiaries disclosed in the notes 
to the accounts. 

However, some specific off-balance items are 
often explicitly included. The main examples are 
contingent liabilities under acceptance credits and 
discounted bills, guarantees in respect of third- 
party indebtedness or against financial loss (see 
Panel 7a), and lease finance (see Panel 7b). The 
majority of references to lease finance, however, 
relate specifically to finance leases, thus leaving 
management the opportunity of using operating 
leases to keep debt off-balance sheet. The inclusion 
of guarantees for third-party indebtedness, how- 
ever, would appear to be an effective way of taking 
account of a parent company's obligation in re- 
spect of the debt of off-balance sheet vehicles. 

The widespread inclusion of certain contingent 
liabilities and guarantees is a clear example of 
contract definitions that reduce management’s 
scope for the use of opportunistic accounting 
methods and that produce a more conservative 
result than that shown by generally accepted ac- 
counting principles." Some additional amend- 
ments of this nature, however, (e.g. the inclusion of 
premiums payable on redemption and of debts sold 
to third parties with recourse) are found to occur 


'6Mian and Smith (1990), in their study of finance subsidiaries 
in the US exploring the relationship between financial interde- 
pendence and consolidation policy, find that when parents give 
direct guarantees of this sort the subsidiary tends to be fully 
consolidated, whereas unconsolidated finance subsidiaries tend 
to be associated with indirect parent guarantees. 

"Leftwich (1983) and Whittred and Zimmer (1986) also note 
the widespread inclusion of such contingent liabilities in US and 
Australian loan contracts respectively. 
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Table 7 
Gearing Ratio Definitions 
Number of occurrences 
In actual In standard 
contracts contract forms Total 


Basic definition: ( ) (n = 20) 


Gross borrowings to net worth 
Borrowings net of cash to net worth 


i 


Manner in which borrowings defined: 
General ‘one line’ definition 
Detailed listing of components 


Es 


Шы 


General definitions of borrowings: 

Aggregate indebtedness for borrowed monies | 

All obligations, whether contingent or otherwise, 
in respect of financial indebtedness 


gi 


Detailed definitions of borrowings include: 

All monies borrowed or raised 

Guarantees (see Panel 7a) 

Liabilities, including contingent liabilities, under acceptance 
credits and bill discounting 

Debentures, bonds, notes, loan stock 

Lease finance (see Panel 7b) 

Premium payable on final debt repayment 

Specified procedure for translation of non-sterling debt 

Deferred purchase price of assets or services 

Debts sold to third parties with recourse 

Other inclusions (each occurring once) 


OO 
-] 00 


MeN М М оо со со 


8 
7 
6 
6 
4 
3 
4 
2 


Detailed definitions of borrowings exclude: 

Intra-group borrowings 

Guarantees in respect of borrowings by subsidiaries 

Specific loans 

Proportions of subsidiary's debt corresponding to outside 
shareholdings, provided amount exceeds subsidiary's 
loans to rest of group 

Other exclusions (each occurring once) 


| tA 


| w 


Panel 7a 
Guarantees Included 
Against performance of contracts or financial loss 
In respect of indebtedness 


Ыш 


3 
„б 
ы 


Panel 7b 
Lease Finance Included 
All amounts payable under lease or hire agreements for 
moveable assets 
Payments under HP, instalment sale and finance lease 
agreements that are primarily methods of finance 
Indebtedness under finance leases 
Amounts payable under HP and finance lease agreements 
whether or not included in audited balance sheet 
Capitalised HP and finance lease agreements per 


applicable accounting standards 2 
8 
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more frequently in standard contract forms than 
in actual contracts, which may be indicative of 
changes that take place in the course of contract 
negotiation. 


Current Ratio 


A typical current ratio covenant reads as fol- 
lows: 


ће company will ensure that, at all times, the 
ratio of Current Assets to Current Liabilities 
exceeds ... . 


Of the nine contracts (six standard and three 
actual) containing definitions of the current ratio, 
four had a general one-line definition while five 
listed the various elements in greater detail. 

À typical general definition refers to 'all items on 
a consolidated basis which would be classified as 
current in accordance with generally accepted ac- 
counting principles consistently applied'. 

All the detailed definitions referred to stock, 
good trade debtors, cash and current creditors or 
liabilities. Marketable securities and borrowings 
were almost always specified explicitly as well. 
Other definitions of interest from an accounting 
viewpoint, all occurring more than once, stated 
that stock should be at the lower of cost and net 
realisable value; that stocks should be excluded if 
subject to reservation of title; that stocks should be 
excluded if obsolete or slow moving; and that 
debtors due beyond one year should be excluded. 
The inclusion of contingent current liabilities was 
only specified in one case. It can be concluded, with 
regard to the current ratio definitions studied, that 
even those standard contract forms containing 
detailed definitions do not stray far from the 
figures reported for current assets and current 
liabilities on the face of the consolidated balance 
sheet. 


Summary and conclusions 


This paper provides for the first time evidence on 
the FRCs included in UK bank loan contracts and 
an analysis of the main accounting definitions 
used. These findings are based on an examination 
of the relevant sections of 25 UK bank loan 
contracts and 13 templates. The need for confiden- 
tiality restricted the availability of contracts and 
certain details relating to borrowers and loans. 
However, the general uniformity of the results 
indicates that it is unlikely that the relatively small 
size of the sample of contracts has biased the 
findings. 

The main results are that all accounting defi- 
nitions rely, in the first instance, on GAAP; that 
definitions are frequently tailored to limit the scope 
for management discretion; but that some items 
are accepted as presented in the accounts, thus 


leaving some scope for manoeuvre through choice ` 
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of appropriate accounting methods. These results 
replicate for the UK the findings of studies in the 
US (Leftwich, 1983) and Australia (Whittred and 
Zimmer, 1986; and Stokes and Leong, 1988). 

The results of this paper are preliminary in 
nature and they raise a number of issues which 
merit further research. Regarding the identity of 
the most frequently used FRCs, it would be of 
interest to investigate their effectiveness as indi- 
cators of impending financial distress, and also to 
try to account for differences in the popularity of 
FRCs such as dividend payout restrictions in the 
US as compared with the UK. The research could 
also be extended by examining whether the ratios 
used and their definitions vary with the industry 
sector of the borrower and the characteristics of 
the loan and of the lending institution(s). Light 
could be shed on the loan negotiation process by 
investigating the extent to which the final versions 
of covenants found in actual contracts vary from 
those contained in the banks' standard templates. 
Finally it would be of interest to investigate to 
what extent the apparently loose definition of items 
such as profit enables corporate management to 
avoid covenant violation through appropriate 
choice of accounting methods. 
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The Reliability of Perception-Based Annual 
Report Disclosure Studies 


John K. Courtis* 


Abstract—A number of annual report disclosure-based studies have gathered perceptions from users and preparers 
about the relative importance of information items for an investment or bank loan decision. The paper investigates 
the presence of non-trivial consistency in perceptions on 63 information items across 11 studies over a period of 
16 years in six countries, and across six user-preparer groups. A meta-theory paradigm is used to cumulate findings 
across this broad spectrum of time and culture. Five hypotheses are tested and perception data are examined by 
item, time dimension, and user-preparer groups. Perception consensus is present on approximately 30% of the 
items-in-common, and between user-preparer groups on most items. 5 


Introduction 


The methodologies of a number of annual report 
disclosure studies incorporate the collection of user 
and/or preparer perceptions via mail questionnaire 
surveys. The operational rationale is to request 
individuals within a target group (such as financial 
analysts) to examine lists of information items 
which are, or could be, disclosed within annual 
reports, and to rate each of these items on a 
designated importance scale. Per item means com- 
piled from aggregated responses become the basis 
for further analysis. The results of this data-gather- 
ing approach have been used to rank the informa- 
tional needs of private investors (Baker and 
Haslem, 1973; Chenhall and Juchau, 1976; Courtis, 
1989), to measure corporate disclosure adequacy 
(Buzby, 1974; Kahl and Belkaoui, 1981) and 
municipal disclosure adequacy (Robbins, 1984), to 
measure consensus between preparer and user 
groups (Chandra, 1974; Benjamin and Stanga, 
1977; Firth, 1978; Belkaoui, 1979), to establish a 
ranked index of voluntary disclosures (McNally 
et al., 1982; Chow and Wong-Boren, 1987), and 
to assess users’ accounting measurement needs 
(McCaslin and Stanga, 1986). These 13 studies 
span a 16 year period and include Australia, 
Canada, Mexico, New Zealand, the United 
Kingdom and the USA. 

Motivation for this investigation arises out 
of the manner in which item perception means 
have been calculated and used in these annual 
report studies. Information item rankings based 
on scores calculated up to four decimal places 
presume a questionable precision. Concerns can be 
raised about the soundness of mean calculations 
and item ranking stability on a number of grounds, 





*The author is professor of accounting, University of Waterloo, 
Canada. 


namely, response and non-response bias, the 
internal validity of questionnaire construction, 
and the lack of administrative supervision over 
reactions, interpretations and replies of respon- 
dents to this unsolicited data-gathering instrument. 
This paper seeks to investigate whether item rank- 
ings based on perception mean calculations possess 
robust economic interpretations across eleven 
studies. This should be of interest to academic 
researchers, those involved in the standard setting 
process, and preparers and users of annual reports. 


Perception methodology 


A number of studies which base their analysis on 
means calculated from perception aggregations use 
lists of information items. The content and word- 
ing of these lists is compiled and refined from a 
review of literature sources, from discussions with 
various user groups, such as financial analysts, 
auditors, bank loan officers and others, and from 
reactions encountered through pilot testing. The 
lists vary in length from 24 to 79 items, with part 
of their composition repeated in several studies. 

The standard data-gathering rationale has been 
to request respondents, who have usually been 
randomly selected from various annual report pre- 
parer and user groups, to evaluate each infor- 
mation item. The task setting has been either an 
equity investment or a bank loan decision, and the 





IStudies were selected for examination on two criteria: (a) if 
part of their methodology requested respondents to evaluate 
information items on a five or seven point nominal scale, with 
extremes representing ‘of maximum importance’ and of ‘no 
importance’, and (b) if the nature of the study dealt with an 
aspect of corporate disclosure. These criteria eliminated two of 
the thirteen studies mentioned above. Robbins (1984) focused 
on the measurement of municipal disclosure adequacy using 
magnitude scaling, and McCaslin and Stanga (1986) focused on 
accounting measurement needs. 
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question posed has required the respondent to rate 
the importance of the item for disclosure. Likert 
rating scales of 5-1 (five studies) 4-0 (five studies) 
and 7-1 (one study) have been used. Per item 
frequency responses are used in the computation of 
item means. These become the basis either for 
ranking items by relative importance, or are the 
relative importance item weightings for measuring 
the quality of annual report disclosure. Some 
studies have tested pair-wise item means to estab- 
lish perception consensus between user-user and 
preparer-user groups. 

In each of these kinds of disclosure-cum-percep- 
tion annual report studies, the key statistic upon 
which research outcomes depend is the per item 
mean. If the data underlying the calculation of 
these means are free of significant bias, then con- 
clusions based on their interpretation have validity. 
The concern, however, is that the underlying data 
are ‘soft’. The extent to which a mean value is 
representative of a true population characteristic is 
not verifiable. In administering mail questionnaires 
there is a physical separation between the re- 
searcher and the recipient. For the studies in 
question, the behaviour which is desired by the 
researcher, and the actual participation behaviour 
of the recipient with regard to interpretations, 
reactions and replies, cannot be observed and 
rectified if needed. Response and non-response 
survey bias (Courtis, 1989) can be reduced through 
various techniques, but the complete elimination of 
bias is never certain. 

A resistance to research conclusions based on 
mail questionnaire survey data, therefore, is the 
fear of making a costly Type II error. Regulators 
of disclosure requirements, annual report prepar- 
ers, and users of information items, may be motiv- 
ated to make economic decisions (with attendant 
costs/losses) because of interpretations made on 
erroneous per item perception means. 

There are a number of substantive reasons why 
little or no a priori perception consensus can be 
expected to exist across the studies under review. 
For one thing, temporal and cultural differences 
are inherent in these studies in that they have been 
conducted over a period of 16 years and in six 
countries. While there are common threads 
throughout the task settings, these are, nonethe- 
less, not perfectly identical. Neither too are the 
frames of reference for completion of the question- 
naire. The data-gathering instrument, which is 
essentially the list of information items, is not 
identical in terms of length, item descriptions, and 
kinds of information included. In addition, the 
studies vary as regards the general quality of the 
survey instruments and survey methodologies. 

As well as these reasons, respondents range 
across a number of different groups: financial 
analvsts (which include members of the stock 
exchange and financial editors), public accoun- 
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tants, bank loan officers, private shareholders, 
report preparers (finance directors, and auditors as 
preparers) and business administration professors. 
This heterogeneity of user groups as respondents 
might be an important contaminant, for as Chen 
and Lambert (1977) have argued, different 
measurement scales might be used by different 
groups, even though the explicit measurement 
scales used are identical. Unfamiliarity with an 
item, or the influence of a group's subculture, may 
invoke responses which are either more or less 
conservative, which reflect application of the full 
(or a limited) range of values, or which result in 
some items being disregarded completely. 

Notwithstanding these concerns, a natural ex- 
pectation of the mail questionnaire rationale is that 
meaningful interpretations can be attributed to 
data aggregated from respondents. This is based 
on three assumptions: 


1. The composition of a target user group can be 
treated as if the constitutents are homo- 
geneous with regard to the process by which 
each information disclosure is identified, un- 
derstood, screened and assessed. Risk- 
return preference differences, as well as a host 
of socio-demographic variables such as 
wealth, age, education experience, life-style, 
health, colleagues, occupation, family, hob- 
bies, etc. account for different per item ratings 
(where they exist) between individuals. 

2. Users are able to assess information item 
importance in a generalised way. A user's 
point selection on a Likert scale implies that 
any per item perception variability that might 
have arisen as a result of previous investment 
experience, or from the time horizon over 
which the judgments are based, has been 
thoughtfully taken into consideration, and 
that users are able to select one of the discreet 
choices from the ordering structure. There is 
no assurance, however, that a respondent has 
not anchored the perception formulation on a 
single corporate annual report and on a single 
investment decision, and has not generalised 
the formulation to some or all previous re- 
ports/decisions. 

3. Per item responses from users are not con- 
trived. In other words, while some perception 
errors can be expected, these are assumed to 
be randomly distributed within and between 
per item perception response frequencies, and 
their occurrences are not of sufficient fre- 
quency to distort the representativeness of per 
item user responses in the aggregate. 


If perception consensus exists despite the several 
sources of diversity found in these independent 
studies, use of item means as the unit of analysis 
becomes more acceptable, notwithstanding the 
limitations of the mail questionnaire data- 
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Summary Details of Eleven Studies Examined Dealing With User Group Perceptions Regarding the Importance 


of Annual Report Disclosures 


heraus iier ERE 


Year of 
Publication 


1973 


Studies 


А Baker & 
Haslem 
B Buzby 


Country 


United 
States 
United 
States 
United 
States 
C2 United 
States 
United 
States 
Australia 


1974 


СІ Chandra 1974 


Chenhall & 
Juchau 
Benjamin & 


United 
States 
United 
States 
UK 


Stanga 


Firth 


UK 
UK 


UK 
Belkaoui Canada 
Canada 
Kahl & 


Balkaoui 
MeNally et al. 


Canada 


New 
Zealand 


Chow & Mexico 
Wong-Boren 


Courtis Australia 


gathering technique. Specifically, this study seeks 
to identify the nature and extent of perception 
consensus on each of 63 items found to be common 
to at least three of the 11 studies examined. Percep- 
tion consensus is also examined on items classified 
according to their expectational, present or histori- 
cal information orientation, as well as between 
preparer and user groups. Table 1 summarises 
studies included in this investigation. 


Preparation of the data 


There are 475 items of information contained 
within the eleven studies (obtained by aggregating 


ABR 23/89—C 


Respondents 
No. of 
Listed 


Items Number 


851 


User Groups 


Private Investors 33 


Financial . 38 131 
Analysts 

Public 58 
Accountants 

Public 58. 
Accountants 

Financial 58 
Analysts 

Private 37 
Shareholders 

Bank Loan 79 
Officers 

Financial 79 
Analysts 

Financial 75 
Directors 

Auditors 75 
Financial 75 
Analysts 

Bank Loan 75 
Officers 

Public 30 
Accountants 

Financial 30 
Analysts 

Bus. Admin. 

Professors 

Financial Editors 

Stock Exchange 

Members 

Bank Loan 

Officers 

Private 

Shareholders 


159 





the third last column in Table 1 across the А-К 
studies). Each item was traced across lists to 
identify those which were common to at least three 
independent studies, three being selected as the 
minimum number which would allow meaningful 
comparison of perception consistency. This ident- 
ified a set of 63 items-in-common. The eleven 
studies applied lists to 18 preparer/user groups 
(four studies involved multiple groups), and 955 
perception item mean observations were generated. 
The 63 items-in-common absorbed 587 of these 
observations, or 61.4%. The remainder appeared 
on lists of fewer than three independent studies, 
and were deleted from further examination. 
The raw data underlying this paper are the 587 
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perception means covered by the list of 63 items- 
in-common.” 

Per item perception means cannot be directly 
compared across studies without being first ad- 
justed to a common scale. Means calculated on the 
4-0 and 7-1 measurement scales were converted to 
the 5-1 scale. For example, a mean of 3.75 calcu- 
lated on the 4-0 scale is the same as 4.68 on the 5-1 
scale. It is also equal to 2.67 on the 5-1 scale after 
conversion from a 7-1 scale? Perception means 
from five studies were adjusted in this fashion to 
permit mean score comparability.* 

The final and critical stage in data preparation 
was to translate the 587 perception mean scores 
(some adjusted in the above manner) which were 
reported in the eleven studies into their importance 
equivalent (I-E) interpretations. In perception 
studies of this kind the rule of thumb adopted by 
researchers is that a score of 4 and above (on the 
5—1 scale) indicates that the item is perceived to be 
very important within its task framework. A score 
falling between 3 and léss than 4 indicates that the 
item is perceived as moderately important, while a 
score lower than 3 indicates that the item is neither 
very important nor essential for disclosure. Each of 
the 587 raw mean scores was translated into its I-E 
interpretation, with ‘I’ representing very important 
(i.e. an item mean value falling between 5.0 and 4.0 
is translated as a 1), ‘2’ representing moderate 
importance (i.e. a mean value between 3.9 and 3.0 
is translated as a 2), and ‘3’ repesenting less import- 
ant (i.e. a mean value between 2.9 and 0.0 is trans- 
lated as a 3).° Table 2 lists the 63 items-in-common 
and their importance interpretations across studies, 
and clustered by preparer and similar-user groups. 
These importance interpretations serve to identity 
the extent of agreement or consensus on each item 
by group, and across all studies containing the 
item. The data in Table 2, therefore, are identical 

) 





This selection procedure may have introduced a consensus 
bias. It is possible that items which are included regularly on 
lists are of a kind that are perceived more consistently than 
those which are unique to a specific study. This issue was not 
investigated. 

That is, 3.75/4.0 = 0.9375 times 5.0 = 4.6875. Further, 
3.75/7.0 = 0.5357 times 5.0 = 2.6785. This convenient conver- 
sion technique maintains the same proportionate location of a 
mean from one scale to another. It implies nothing about 
whether respondents would actually behave differently to rating 
scales of various calibrations. 

“The 4-0 scale was used by Buzby (1974), Benjamin and 
Stanga (1977), Belkaoui (1979) and Kahl and Belkaoui (1981). 
The 7-1 scale was used by Chow and Wong-Boren (1987). 

"This scaling into unequal groupings (ie, 0-2.9 =3, 
3-3.9 22, 4-5=1) lacks theoretical justification. It merely 
follows the spirit of discussion made by researchers in interpret- 
ing the results of the studies under examination..A precursor 
investigation to the present paper found that, when I-E div- 
isions were increased by splitting the 0-2.9 category into I-Es 
of 3 and 4, perception consensus was less apparent at these 
levels. Some of the ‘not important at all’ or ‘not very important 
item perception consensus results may be overstated as a result 
of the 0-2.9 aggregation. 
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to the original studies, except that they have been 
expressed in terms of their broad importance 
interpretation according to the norms followed.‘ 


Meta-theory 


Meta-theory is a methodology used in the social 
sciences to cumulate findings across studies, even 
when those studies were designed for varying 
purposes (for example, see Glass, McGaw and 
Smith, 1981; Hunter, Schmidt and Jackson, 1983; 
Bangert-Drowns, 1986). Essentially it is a statistical 
approach which takes into account various sample 
sizes and regression coefficients. One of its para- 
digms is particularly applicable to the development 
of the present study, namely, the averaging of 
results across studies. For each of the 63 items-in- 
common a weighted mean score was calculated to 
reflect an overall perception score, based on all 
studies including the item, and weighted by each 
study's response frequency." Weighted average per- 
ception scores (column one) were used to rank items 
in Table 2. Items were also classified by the time 
dimension of the information, i.e. whether the item 
is essentially expectational in nature (such as a profit 
forecast), whether it relates to present information 
(defined as the most current accounting period), or 
whether it relates to historical information (defined 
as prior to the current accounting period). 

This cumulative technique was also used to 
obtain per item mean perception scores for each 
user group and preparer group. For example, six 
studies included financial analysts. The per item 
means of these six groups, taken from their original 
studies, were arithmetically averaged to obtain an 
overall group perception mean.? 


Hypotheses 


The pervasiveness of per item perception consensus 
is examined first. According to Table 2, each item 





*There is inevitably some arbitrariness at the margin in 
following this procedure. For example, an item mean of 4.00 is 
treated as a 1, whereas a mean of 3.9 is treated as a 2. The 
incidence of this was checked, but of 584 means, less than 496 
were at the margin in this way, and these were about equally 
distributed across importance classes: 

"Each weighted mean score was weighted according to the 
aggregated responses on the item across all A-K studies. It was 
obtained via three steps. First, for each study containing the 
item, the item mean score (after conversion to the 5-1 measure- 
ment scale, if needed) was multiplied by that study's response 
frequency on that item. For example, Study A experienced a 
response frequency up to 851 per item. Second, this procedure 
was followed for each of the A-K studies containing the 
item-in-common. Third, these (mean times frequency) compu- 
tations were aggregated for the item across the relevant studies, 
and divided by the aggregated frequency. 2 

*Arithmetic means were calculated in order to obtain stan- 
dard deviations. These were applied in a series of t-tests, 
discussed later in the paper. The 158 incidences where group 
means were calculated, together with other statistical data used 
in this paper, can be obtained from the author. 
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exhibits a configuration of between three and 18 
I-Es, which are based on perception mean obser- 
vations. I-E configurations are used to compute 
‘likelihood of occurrence’ ratios. For example, item 
12 (sources and uses of funds) has the following 
profile of I-Es [1111] [111] [1] [2] [11] [2]. The 
question is how much consistency or perception 
consensus is present in this specific configuration. 
In a twelve study profile there are 91 mutually 
exclusive possible outcomes.’ In the above profile, 
there are ten occurrences of the dominant I-E 
and two occurrences of the next closest I-E. Out 
of 91 mutually exclusive possibilities, there are 
only four possible combinations that can produce 
this kind of configuration: (a) 111111111122; 
(b) 222222222211; (c) 222222222233 and (d) 
333333333322." There are, however, another nine 
dominant configurations which precede these four, 
namely, three with all 12 outcomes identical, and 
six with 11 dominant I-Es. One way of viewing the 
item 12 I-E profile, therefore, is that the likelihood 
of attaining this outcome is equal to 13/91 or 
14.28%. Expressed alternatively, there are 78 less 
dominant (i.e. consistent) mutually exclusive poss- 
ible outcomes, and the likelihood of doing worse 
than the achieved result is 85.72%. Likelihood 
ratios were calculated for each item on thé basis of 
its actual I-E configuration relative to the total 
number of possible mutually exclusive configur- 
ations applicable to that item. These are arrayed in 
ascending order in Table 3!! and are used to test the 
first hypothesis: 


Hl: Per item perception consensus is not present 


across the board. 


The 63 disclosure items were classified according 
to their basic time orientation: expectational, 
present, and historical. This produced 11 expecta- 
tional, 47 present, and five historical items. Each 
category comprises a set of mean perception 
scores. Mann-Whitney U tests were used to deter- 
mine whether the weighted means for one category 
are significantly more or less (important) than for 
those of other categories. This generates the second 
hypothesis: 


H2: Thereis no difference in the sets of perception 
means between informational items grouped 
by time dimension. 





This is different from normal probability statistics where there 
are 1728 possibilities (i.c., twelve raised to the power of three). 

The next closest combinations would be 111111111133 and 
333333333311, followed by 111111111123, 222222222213 and 
333333333312. i 

"The frequency of obtaining a specific number of ones, twos 
or threes will depend on the number of studies containing an 
item. For example, while there are ten mutually exclusive 
possible outcomes for a three study case, there are 190 mutually 
exclusive possible outcomes for an 18 study case. Refer to 
column 3 of Table 3 for the number of mutually exclusive 
outcomes for each level of number of studies. 
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The analysis is extended to a comparison of 
consensus between groups to determine whether 
any possess significantly different perceptions. 
Mann-Whitney U tests were applied to sets of 
adjusted consistency scores to test hypothesis 3: 


H3: There is no difference in overall perception 
consensus between groups. 


Perception differences can also be examined via 
inter-group comparisons. Perception means for 
each overall group, calculated across all item 
means, are used to test hypothesis 4. The item mean 
for each group is the arithmetic average of each 
independent study's item mean, or more simply, an 
average of averages. For example, if all six finan- 
cial analyst studies included item X, the six inde- 
pendent perception means of X are arithmetically 
averaged to determine the mean of X for the group. 
All item means for a group are added and arith- 
metically averaged to arrive at a group perception 
mean. This gives rise to the null hypothesis that: 


H4: There is no difference in overall perception 
means between groups. 


Chandra (1974) and Firth (1978) have tested for 
per item perception consensus between user-user 
and user-preparer groups. Such analyses, however, 
have been restricted to single studies. A total of 184 
item pair-wise user-user and user-preparer com- 
parisons are possible, such comparisons being 
undertaken only where both group means were 
calculated from two or more independent studies. 
These comparisons were used to test the fifth 
hypothesis: 


H5: There is no difference in per item perception 
means between user-user and user-preparer 


groups. 


Data analysis 


The perception about an item is pervasive if each 
of the respondent groups produces means which 
translate to identical importance-equivalents (I-E), 
i.e. all ones, or all twos, or all threes. This would 
indicate that each study perceived the item's im- 
portance in the same way, no matter its source 
country, year of execution, recipient group, or task 
setting. Such a degree of correspondence would be 
extraordinary, given the likely cultural, economic 
and legal differences that exist between countries 
and over time. In fact, Table 2 reveals the presence 
of no such perfect consistency across diverse 
groups on 62 items, although many group concen- 
trations of identical per item I-Es are present. 
The literature provides no theoretical guidance 
as to appropriate criteria for determining what 
level of identical per item I-E concentration corre- 
sponds to a high (versus low) level of perception 
consistency. In order to test hypothesis 1, it is 
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Table 3 


























































Per Item Consistency Based on Actual Likelihood Ratios 
Probability 
I-E Likelihood of Doing Cumulative 
Item Configuration Location Ratio Worse Frequency 
12 10-2(12) 16/91 0.1758 0.8572 1 
15 9-2(11) 16/78 0.2051 0.7945 
45 9-2(11) 16/78 0.2051 0.7945 3 
22 9-1-1(11) 18/78 0.2307 0.7693 4 
24 14-4(18) 45/190 0.2368 0.7632 5 
48 6-1(7) 9/36 0.2500 0.7500 6 
1 3(3) 3/10 0.3000 0.7000 7 
56 7-2(9) 17/55 0.3090 0.6910 8 
25 5-1(6) 9/28 0.3214 0.6786 9 
28 7-1-9) 18/55 0.3272 0.6728 10 
49 7-1-1(9) 18/55 0.3272 0.6728 H 
35 6-2(8) 15/45 0.3333 0.6667 12 
2 6-2(8) 15/45 0.3333 0.6667 13 
57 7-3(10) 24/66 0.3636 0.6464 14 
60 7-3(10) 24/66 0.3636 0.6464 15 
63 7-3(10) 24/66 0.3636 0.6464 16 
18 8-2-1(11) 30/78 0.3846 0.6154 17 
27 11-6(17) 66/171 0.3859 0.6141 18 
14 6-1-1(8) 18/45 0.4000 0.6000 19 
47 5-2(7) 15/36 0.4166 0.5834 20 
61 5-27) | 15/36 0.4166 0.5834 21 
16 6-3(9) 24/55 0.4363 0.5637 22 
17 8-5(13) 48/105 0.4571 0.5429 23 
53 7-4(11) 36/78 0.4615 0.5385 24 
23 8-2-2(12) 45/91 0.4654 0.5346 25 
19 ` 5-1-17) 18/36 0.5000 0.5000 26 
31 5-1-1(7) 18/36 0.5000 0.5000 27 
36 5-1-1(7) 18/36 0.5000 0.5000 28 
43 8-4-1(13) 54/105 0.5142 0.4858 29 
13 5-3(8) 24/45 0.5333 0.4667 30 
52 5-3(8) 24/45 0.5333 0.4667 31 
33 7-3-1(11) 42/18 0.5384 0.4616 32 
39 6-2-1(9) 30/55 0.5454 0.4546 33 
9 6-4(10) 36/66 0.5454 0.4546 34 
55 6-4(10) 36/66 0.5454 0.4546 35 
38 8-3-2(13) 63/105 0.6000 0.4000 36 
4 3-1(4) 9/15 0.6000 0.4000 37 
37 6-3-1(10) 42/66 0.6363 0.3637 38 
58 8-6-1(15) 87/136 0.6397 0.3603 39 
6 4-1-1(6) 18/28 0.6428 0.3572 40 
30 4-1-1(6) 18/28 0.6428 0.3572 41 
7 5-4(9) 36/55 0.6545 0.3455 42 
54 5-4(9) 36/55 0.6545 0.3455 43 
59 5-4(9) 36/55 0.6545 0.3455 44 
32 7-3-2(12) 63/91 0.6923 0.3077 45 
44 7-3-2(12) 63/91 0.6923 0.3077 46 
46 7-4-2(13) 81/105 0.7714 0.2286 47 
50 5-2-2(9) 43/55 0.7818 0.2182 48 
26 6-5-1(12) 72/91 0.7912 0.2088 49 
20 7-7(14) 95/120 0.7916 0.2084 50 
21 5-5(10) 55/66 0.8333 0.1667 51 
5 4-2-1(7) 30/36 0.8333 0.1667 52 
8 $.5-M11) ^" 66/78 0.8461 0.1539 53 
34 5-5-1(11) 66/78 0.8461 0.1539 54 
11 2-1(3) 9/10 0.9000 0.1000 55 
40 2-103) 9/10 0.9000 0.1000 56 
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Table 3—continued 


Per Item Consistency Based on Actual Likelihood Ratios 
ee 


I-E 


Item Configuration Location 


Likelihood 


Probability 
of doing 
Worse 


Cumulative 


Ratio . Frequency 





5-4-2(11) 
5-4-1(10) 
4-2-2(8) 
4-4-2(10) 
3-2-1(6) 
2-1-1(4) 
1-1-1(3) 


72/78 
61/66 
42/45 
63/66 
27/28 
15/15 
10/10 


necessary to quantify the presence of consistency; 
this is achieved through use of likelihood ratios. 
These are the likelihood of obtaining the actual per 
item I-E result out of all mutually exclusive poss- 
ible outcomes which attach to the number of 
studies embodying an item. For example, item 24 
was included in 18 studies; the means convert to a 
concentration of 14 ‘2’s and four “1°. The likeli- 
hood of obtaining this specific result out of an 
ordered array of 190 mutually exclusive possible 
configurations is 45/190, or 0.2368. The chances of 
doing worse than this are 145/190 or 0.7632. The 
smaller the likelihood ratio value, the higher the 
extent to which perception consistency exists 
between studies on an item. 

An inspection of Table 3 reveals a range of 
likelihood ratios evenly spread between 0.1758 and 
1.0000. For the purposes of operationalising the 
testing of hypothesis 1, perception consistency is 
defined as ‘good’ for item likelihood scores up to 
0.3333, as ‘reasonable’ for the next group of scores 
up to 0.4000, and ‘poor’ for scores above this. 
Based on this subjective trichotomy, 13 items are 
classified as good, and another six as reasonable. 
This leaves the bulk of the items (44) as poor. On 
these findings the first hypothesis is, accepted, 
namely, that across the board per item perception 
consensus is not present. 

Studies that rank the information needs of 
private investors have found that expectational 
factors dominate. A priori, the expectation is that 
the set of weighted mean scores of expectational 
items is different from the sets of weighted 
mean scores of present and historical items. Mann- 
Whitney U tests were used to determine whether 
any difference exists between the three sets of 
perception means. For each of the three tests: 
expectational compared to present, expectational 
compared to historical, and present compared to 
historical, the Z statistic was significant, and there- 
fore the second hypothesis must be rejected. 

There is always the danger of ‘over-milking’ 
data, especially here where weighted averages are 
calculated to four decimal places. It is a matter of 





0.9230 
0.9242 
0.9333 
0.9545 
0.9642 
1.0000 
1.0000 


0.0770 
0.0758 
0.0667 
0.0455 
0.0358 
0.0000 ` 
0.0000 


judgement as to how far statistical artifacts can be 
argued in the storytelling of underlying phenom- 
ena. Armed with this caveat, the implication is that 
because the overall average of the set of expecta- 
tional weighted means is larger than that for both 
the present and historical sets (1.е., 3.6783, 3.5399 
and 3.56 respectively), expectational items are per- 
ceived to be more important than the other cat- 
egories of items. Although there may also be a hint 
that historical items are held to be more important 
than present items, the sample size of historical 
items and the difference of 0.0201 are too small 
upon which to make any firm conclusion. 

An investigation based solely on an item by item 
analysis conceals the incidence of individual group 
perception consensus." The Mann-Whitney U test 
was the statistical procedure followed to determine 
whether any particular group(s) demonstrates 
stronger perception consensus.? Тһе Z scores re- 
sulting from these tests are summarised in Table 4. 

If hypothesis 3 is to be accepted, no statistically 
significant differences should occur between these 
group adjusted consistency comparisons. How- 
ever, eight of the ten tests revealed significance at 





рег item per group consistency scores were obtained by 
obtaining the proportion of dominant I-Es to the total I-Es per 
group. These scores must be adjusted, however, because the 
consistency score derived on an item is influenced by the number 
of studies displaying the item in a group. For example, a group 
containing only two studies on an item has a greater probability 
of showing consistency than a group containing three studies. À 
two study group can produce three perfectly consistent possible 
outcomes. 1 1, 22, 3 3. Other different possibilities are 1 2, 1 3 
and 3 2. This gives a probability of 3/6 or 0.5 for a two study 
group, but a probability of 3/11 or 0.2727 for a three study 
group. A four study group has a probability of 3/15 or 0.2, and 
a five study group has a probability of 3/18 or 0.1667. The 
financial analysts' six study group has a probability of 3/20 or 
0.15 of achieving perfect consistency. The reciprocal of these 
probabilities was used to adjust the raw consistency score. For 
example, item 24 has a 0.83 consistency across six studies of 
financial analysts. The probability of six studies producing 
perfect consistency is 0.15. The reciprocal of this is multiplied by 
0.83 to give the adjusted consistency score of 5.3334. 

“The procedure followed tied rankings in determining the 
value of R1 in the U formula. 


Table 4 
Group Comparison of Mann-Whitney Z Scores 


Public 
Accountants 


— 1.0641 


Financial Analysts 
Public Accountants 
Bank Loan Officers 
Private Shareholders 


*Significant at the 0.05 level. 


the five percent level. These results may indicate 
the presence of a group subculture influencing 
overall outcomes. In any event, it does appear that 
groups are not equal when it comes to item percep- 
tion consistency. In particular, the financial ana- 
lysts group demonstrates less overall variability in 
item perceptions. On this basis the third hypothesis 
cannot be accepted: not all groups are identical 
with regard to perception consistency. 

One of the underlying themes motivating some 
of the A-K studies is to garner support for differ- 
ential disclosure. The thrust of the argument is 
that because sophisticated users perceive infor- 
mation items to be more important than non- 
sophisticated users, the bulk of annual report 
disclosures should be oriented towards sophisti- 
cated user groups. A simplified report should be 
issued to others, with additional information avail- 
able on request. 

If sophisticated users actually do perceive infor- 
mation items to be more important, then, a priori, 
we would expect their overall perception mean 
scores to be significantly higher than for those of 
non-sophisticated users. To test this fourth hy- 
pothesis, the six overall group mean perception 
scores, calculated across the 63 items in common 
were used in 15 t-tests.? The results summarised in 
Table 5 support this expectation. 

The means of each of the financial analysts 
group, public accountants group, and bank loan 
officers group are significantly different from the 
mean of the private shareholders group, with 
differences in the predicted direction. There is also 
a difference beween financial analysts and the 
group of preparers of information, which implies 
that financial analysts perceive informational dis- 
closures (overall) to be more important than do 





“The definition of a sophisticated user is one who has had 
occupational experience and/or educational training in account- 
ing and finance. A non-sophisticated user is one without either. 
No admiration or pejorative connotations attach to the terms. 
In the studies under examination all groups except the private 
Shareholder group are assumed to be sophisticated. This is an 
over-simplification given the heterogeneity of investors. 

“Business administration professors are also excluded from 
this part of the analysis because of (1) their small sample size, 
and (ii) the means are the result of only one study. 
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Private 


Shareholders 


— 15.6236* 
—7.0886* 
—17.7595* 


Bank Loan 
Officers 


—2.3764* 
3.3518* 


Preparers 


—4.3525* 
0.9737 
7.2964* 
6.5699* 


their preparers. A further significance is noted 
between the average mean score of preparers 
(3.7092) and private shareholders (2.9445). This 
suggests that private shareholders (deemed to be 
the non-sophisticated group) do not, on average, 
perceive the overall information items to be as 
important as preparers do. The overall mean scores 
of sophisticated users suggest that information 
disclosures are perceived to be more important to 
them than to non-sophisticated users. Collectively, 
therefore, there are grounds for not accepting the 
fourth hypothesis, and some evidence to support 
the differential disclosure argument. 

The fifth hypothesis states that there is no persis- 
tent tendency for any group to perceive specific 
items significantly differently from any other group. 
To test this, item means were compared for user- 
user and user-preparer groups. A total of 170 
means were calculated from at least two indepen- 
dent studies, and pair-wise comparisons were 
undertaken on these to produce 184 t-tests, the 
breakdown and outcomes of which are summar- 
ised in Table 6. While group comparisons were not 
possible for each of the items-in-common, pair- 
wise comparisons were conducted for 52 items. 

No statistical significance was found on 175 
tests, representing 95.1% of the pair-wise per item 
group perception mean comparisons. Of the nine 
t-tests indicating significance, eight involved the 
financial analysts group in comparison with other 
groups." This is consistent with the earlier differen- 
tial disclosure argument finding. However, these 








l*The А-К studies report only item mean perception scores 
and not frequency distributions of per item responses (except 
study K). The nature of the reported data, therefore, limits the 
comparison mean tests to crude overviews. 

"The following per item comparisons were significant at the 
five percent level: financial analysts versus public accountants, 
6) sources and uses of funds (+2.0208), (ii) comparative 
financial statements (— 3.3353), (iii) highlight (historical) sum- 
maries (+2.94); financial analysts versus bank loan officers, (iv) 
projected next year's earnings (— 2.7777), (v) employee pension 
plan liability (4-1.9211); financial analysts versus private 
shareholders, (vi) calculation of earnings per share (+ 1.921), 
(vii) past research and development activities/expenditures 
(4- 4.0381); financial analysts versus preparers, (viii) sources and 
uses of funds (+2.4419); public accountants versus preparers 
(+3.1955). 
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Table 5 
Comparison of User Groups 


Bank 
Public Loan 


Accountants 


Financial Analysts 1.0729 


Public Accountants 

Bank Loan Officer: 

Private Shareholders 
Preparers 


*Significant at the 2.05 level. 


nine instances of sigrificance might be attributed to 
chance from such a large number of t-tests. 
Notwithstanding, because of apparent overwhelm- 
ing per item consensus between groups, the fifth 
hypothesis must be accepted. There appears to be 
only trivial incidence of per item perception mean 
differences between user-user and user-preparer 
groups based on this analysis. 


Summary and interpretations 


The purpose of this paper has been to investigate 
the presence of perczption consensus within a set 
of specified studies. These studies have used re- 
spondent perceptions to information items as the 


Table € 


Officers 


0.3804 
— 0.6579 
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Private 
Shareholders 


7.9364* 
9.629* 
7.1561* 


Bus. Admin. 
Professors 


4.5732* 
3.3597* 
3.9687* 
—2.4337* 
3.4222* 


Preparers 


1.7276* 

0.1067 

0.7933 
— 6.6036* 


basis for computing overall means. These summary 
measures describe a group's attitude in general, 
and on average, and have become the key analyti- 
cal statistic upon which research findings and 
policy recommendations have been based. The 
important question motivating the analysis is 
whether the means possess credibility with regard 
to the stability of their economic or importance- 
equivalence interpretations. In other words, do 
temporal, cultural and user/preparer differences 
result in diverse perceptions about the importance 
of similar information items? If economic in- 
terpretations are not stable, the propriety of using 
perception means for disclosure policies and other 
decisions is questionable. 


User-User and User-Preparer Group Comparisons 


Possible Mean Pair-Wise 
Comparisons 


Financial versus Public 37 
Accourtants 
Financml versus Bank 
Loan Cfficers 
Financal versus 6 
Private Shareholders 

Financial versus 

Preparers 

Public Accountants 

versus Sank Loan 

Officers 

Public Accountants 

versus Private 

Shareholders 

Public Accountants 

versus Preparers 

Bank Loan Officers 

versus Private 

Shareholders 

Bank Loan Officers 

versus Preparers 

Private Shareholders 

versus Preparers 
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No. of 
t-tests 





Not 
Significant 


34 


% Not 
Significant 


91.89 
33 94.28 

4 66.67 
27 | 96.42 


100.00 
100.00 


96.42 


100.00 


“ 100.00 


100.00 
95.10 
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The nature of the investigation, therefore, was to 
identify whether perception consensus exists (a) 
across diverse studies, and (b) between different 
user and preparer groups. From a review of all 
items included in 11 similar studies, 63 items were 
found to possess sufficient commonality to opera- 
tionalise the investigation. 

‘The first hypothesis posited that perception con- 
sensus does not exist across the board on any of the 
63 items. Likelihood ratios were computed for each 
item on the basis of the likelihood of occurrence of 
the actual J-E configuration with adjustment for 
the number of studies involved. At the subjectively 
defined cut-off likelihood ratio values for ‘good- 
reasonable-poor’, only 13 items demonstrated 
good consistency, with another six demonstrating 
reasonable consistency. The remaining 44 items 
showed poor across the board perception consist- 
ency. On this basis the first hypothesis is not 
accepted, and we conclude that in general per item 
perception consistency is not apparent across 
studies overall. However, this finding is mitigated 
to some extent by the presence of consistency for 
30% of the items. Standard setters and preparers 
of information disclosures need to exercise caution 
since 70% of the items studied are perceived more 
variably in terms of their importance. 

The second hypothesis sought to determine 
whether information categorised by time is per- 
ceived differently. Mann-Whitney U tests on item 
means weighted across all relevant studies revealed 
that information of an expectational orientation 
was perceived to be more important than historical 
and current information. Users and preparers per- 
ceive expectational information as a class of dis- 
closures to be more important for investment and 
loan decisions than either of the other two cat- 
egories. This adds considerable weight to the Baker 
and Haslem (1973) and Chenhall and Juchau 
(1976) findings. 

Another line of investigation sought to deter- 
mine whether any particular user or preparer 
group demonstrates unique perception behaviour 
relative to other groups. The third hypothesis 
posited that this would not occur. To examine this, 
each group’s per item I-E profile was converted 
into a raw consistency score, and adjusted to reflect 
the number of studies comprising the group and the 
probability of attaining perfect consistency. These 
adjusted consistency scores were averaged across 
all items in common to produce overall group 
measures. Eighty per cent of the Mann-Whitney U 
tests comparing these group means revealed a 
significant difference, especially between financial 
analysts and other groups. The results indicate 
the presence of a group’s sub-culture influencing 
respondent per item importance selection. 

Differential disclosure advocates seek support 
for their belief that sophisticated users perceive 
information disclosures to be more important 
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than do non-sophisticated users. If this is so, the 
perception means of financial analysts, bank loan 
officers and public accountants (as users) should be 
significantly different from those of the private 
shareholders’ group. The available evidence was 
explored along two fronts: a macro approach 
which examined overall group perception means, 
and a micro approach which examined per item 
group perception means. 

The fourth hypothesis posited that all groups are 
the same regarding their overall perceptions on 
information items. While variability between 
groups might exist on specific items, when all items 
in common are taken into consideration, the over- 
all group perception means should not be statisti- 
cally different. Results confirm what differential 
disclosure exponents believe, namely, that higher 
perception means exist for each of the financial 
analysts, public accountants, and bank loan 
officers groups compared to the private share- 
holders group. Further confirmatory evidence was 
found, in that preparers perceive information to be 
more important than do private shareholder users. 
However, preparers do not perceive information to 
be as important as do financial analysts, a finding 
consistent with Chandra (1974, p. 74) and Firth 
(1977, p. 68). One explanation for this is that 
preparers are more sensitive to the costs of prepar- 
ing additional information, and to the impact of 
extra disclosures on competitive position. 

The fifth hypothesis also examined inter-group 
behaviour, but on an item by item basis. Of the 184 
user-user and user-preparer per item comparisons, 
only nine indicated significance. This finding could 
be due to chance, or it could be due to a genuine 
difference between financial analysts and other 
groups (accounting for eight of the differences). 
Replication testing is required, as further percep- 
tion evidence is gathered in future studies of this 
kind. So far, it appears that only trivial incidence 
of per item perception mean differences exists 
between groups, which is good news for the general 
enquiry of this paper. 


Conclusions 


The use of a meta-theory to cumulate fragmented 
perception data from various sources has resulted 
in a number of findings, the more notable general- 
isations from the overall aggregations being: 


1. Given the caveats of the paper, approximately 
30% of the items-in-common are perceived 
consistently in terms of their information 
importance by users and preparers. 

2. Information items with an expectational 
orientation are, as a group, perceived to be 
more important than items with an historical 
or current period orientation. 
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3. Financial analysts appear to exercise less vari- 
ability than other groups in their perceptions 
about the importance of specific items.. 

4. Sophisticated users perceive items to be more 
important than do non-sophisticated users for 
the investment and bank loan decisions. 

5. Financial analysts place more importance оп 
items than do the preparers of the infor- 
mation. 

6. Per item group perceptions appear to be the 
same. 


Although these collective findings do not indi- 
cate that perception consistency is pervasive, they 
nevertheless suggest its presence in more than a 
trivial number of cases. This is so notwithstanding 
the temporal, cultural and user/preparer differ- 
ences underlying the several studies examined. The 
use of per item perception means as a credible 
analytical statistic with which to derive research 
conclusions and upon which to formulate disclos- 
ure policies, if used judiciously, appears to have 
some support. 

Mean perception scores may help standard set- 
ters to determine their priorities. Annual report 
preparers can better identify the relative import- 
ance of information items regarding user needs, 
and respond via effective communication. Auditors 
can focus on specific items to assure the release of 
reliable information. Users can identify what is 
perceived to be useful decision-making infor- 
mation. eb 
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On the Weighted Average Cost of Capital 


with Personal Taxes 


Colin D. B. Clubb and Paul Doran* 


Abstract—This paper considers the impact of personal taxation on the Miles and Ezzell (1980) result that the 
weighted average cost of capital is the appropriate rate for discounting after corporation tax cash flows in an MM 
(Modigliani and Miller, 1958, 1963) perfect capital market with corporation tax. An analogous result, incorporating 
a capital gains tax adjustment, is derived for the personal tax case, and its application to the UK tax system is 


considered. 


Introduction 


This paper examines the validity of using the 
textbook weighted average cost of capital (WACC) 
(Lumby, 1988; Weston and Copeland, 1988) when 
valuing the firm or undertaking project appraisal. 
The context in which the use of the WACC is 
examined is a world where both corporate and 
personal taxes are present and where in general the 
firm is financed by a mixture of debt and equity. 


Miles and Ezzell (1980) in their analysis based on - 


corporate taxes demonstrated the validity of using 
a WACC in valuing a firm or project irrespective 
of the pattern of cash flows to the investor given 
the assumption of active debt management. Here 
we consider, once personal taxes have been intro- 
duced, conditions under which it is still correct for 
the firm to use a WACC in project valuation with 
particular reference to the current UK tax system. 
It is also shown in what form this WACC should 
be used: to discount post-corporation tax but 
pre-personal tax cash flows or to discount post- 
corporation and personal tax cash flows. Standard 
practice at present is to use the former approach. 


The basic model 


In starting this analysis we will assume that 
there is only one class of investor. Later we will 
relax this assumption. The following notation is 
used: 


X; the dividend expected to be paid to an 
investor in the ungeared firm, the dividend 
being net of corporate and personal tax. That is, 
it is the operating cash flow of the ungeared firm 
less any earnings retained for investment and 





"The authors are, respectively, lecturer in accounting and 
financial management, University of Essex, and lecturer in 
accounting and finance, London School of Economics. They 
gratefully acknowledge the useful comments of an anonymous 
referee. 2 


after corporate and personal taxes have been 
paid. For the geared firm it is the payout to 
the firm's owners before allowing for the 
benefits of debt (if any). Thus the model imposes 
no restriction. on the ungeared company's 
dividend policy. 

B: the discount rate required by the investor 
on cash flows with the same risk as Х,. That is, 
it is a risky after corporate and personal taxes 
discount rate. 

R: the cost of debt, that is the gross coupon 
payable by the company on its debt (assumed to 
be trading at par). 

V,: the value of the geared firm at the end of the 
ith year. 

Vi: the value of the ungeared firm at the end of 
the ith year. 

T,: the corporation tax rate of the firm. 

L: the ratio of debt to the value of the firm. 
T,: the tax rate for investors on net dividend 
income; for standard rate taxpayers this would 
currently be zero. 

T,: the tax rate for investors on capital gains. 
T,: the tax rate for investors on debt securities. 


For the geared firm the value of the tax advan- 
tage on debt following MM (Modigliani and Miller 
1958, 1963, Miller 1977) and basic textbooks is 
given by the incremental cash flow each year:! 


VLRO —T2)—0 Т,)(1 — 7,)] 
which can then be written in the form: 
aV, LR(1— 7,) 


(1) 





Чп order for the operating cash flows of the firm to remain 
the same as those of the unlevered firm, it is necessary that the 
benefits from the tax advantage to debt, equation 1, are paid out 
immediately to shareholders as income, and hence T, is the 
relevant tax rate. This is the same assumption used by Miles 
and Ezzell (1980). However, if the cash flow is assumed to be 
retained by the firm, 7, would be the appropriate rate (Ashton, 
1989). 
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where « is given by equation 2: 


(1- T)0 т) 
| TT) | B 


We now make the important assumption that 
capital gains are paid at the end of each year 
whether or not the gain is actually realised. We also 
assume that the firm maintains a constant debt 
to equity ratio L. By using the same approach as 
Miles and Ezzell (1980) we now consider how the 
firm can be valued in the presence of personal 
taxes. 

First we consider the value of the firm one year 
before the end of its life at time T. This value is 
given by equation 3:? 


V. = Xr «К(1— Tj) ГУИ. | 
T 1+8' [ITARO-Tj] 


(=D)TVritlT Vr А 
(i+ RU—T,)I в) 


The numerator in the last term of equation 3 can 
be simplified to 7, Vy, but is split to indicate two 
sources of loss to shareholders: the first due to 
the loss in value of the opening equity at T — 1 and 
the second due to the need to issue LV; , of new 
equity to retire the debt (see footnote 3). Following 
the insights given by Miles and Ezzell, the last two 
terms in equation 3 are discounted by the rate to 
investors on company debt because they depend on 
the value of the company at T — 1 and thus, even 
though they arise at time 7, they are already 
known. Collecting terms in V; ,, equation 3 can 
be written in the form: 








- [1- sRü-T)L _ Т, 
"UD .П+ЕП1—-Т]) п+ка–7,) 
Хт 
= + & 
Therefore we have: 
__ Ја - T,) 
Vra =p (5) 
where 
_[, аки т). 
dd | 1+ R(1— 7) 


7, 
-arrite © 


From equation 5 it can be seen that V, , is 
correlated with Ху as all the other terms in 
equation 5 are constant. Following Miles and 





For continuity with what follows we assume that the 
company pays a dividend equal to its total value immediately 
prior to its winding up, so that X is subject to the tax on a 
dividend not capital gains tax. However, whilst other assump- 
tions are possible they will only change the value of X not the 
arguments about the correct discount rate to use. 


45 


Ezzell therefore, when valuing V, ,, any cash 
flows dependent on V, , should be discounted 
at f, and as discussed above any cash flows 
dependent on V;. , should be discounted at rate 
R(1— T). Уу.) is then given by equation 7:3 


Žr- F Vri ак ге T)LV, 
"7 Q+  [D-Rü-TJ 


_ гай - DT, У — Т, 
(1+ 8) [1+ Ка — T) 

0-8) [I-Rü-T) 

This can be rewritten as equation 8: 
y, o Xract Vra - T) 
Е Qc 
ака — T)LV, ,-T,Vr., 
[1 +" R(1— TJ 


- y. __Хт- — Tj) + Vra 
~ (1+ 8)2 


It can therefore be seen that by repeated backward 
iterations we have: . 


Xu cT V 
(1+ R,) 
where (1+ К,) = (1+ 8)Z and thus: 


2v Xe -1,) 
о 0 


Jed 
Thus we have shown that after allowing for 
personal taxes it is still possible to value the firm 
as a series of cash flows discounted by a single 
constant discount rate (assuming В constant). 
Below we consider the relationship between R, and 
the WACC. 

Whilst our equations are derived in a manner 
consistent with Miles and Ezzell, they give a value 
to the advantage to debt larger than in other 
approaches. Ashton (1991) obtains a formula 
similar to equation 9 but differs in his approach to 








(7) 








(8) 


y, 








The last four elemehts of equation 7 represent a de- 
composition of the capital gains tax payable by shareholders. 
As discussed above, f is used to discount elements based on 
V; ,and КА — T,) is used for those based on Fyz. Following 
the assumptions of Miles and Ezzell it is assumed that, R and 
L being kept constant, the value of a unit of debt is constant. 
The change in the total value of debt is due to the company 
issuing new debt or withdrawing debt to keep L constant. 
We assume that to keep the value of L constant the firm 
would issue debt in the market and use the proceeds to buy back 
equity. The vendors of this equity would be liable to capital 
gains tax. Thus the total capital gains tax would be payable by 
the shareholders and is given by T,(V, — Vo). Alternatively, 
if the amount of debt outstanding is to be reduced to keep L 
constant, the company would withdraw debt and finance this by 
a rights issue immediately prior to the year end. Again this leads 
to the total capital gains tax of T,(V;— Уб). 
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valuing cash flows dependent on the present value 
of the firm. Those cash flows dependent on the 
present value of the ungeared firm are discounted 
at the risky rate В whilst those dependent on the 
tax advantage are discounted at the risk-free rate. 
Given the assumptions under which he is working 
the latter approach allows a formula to be given 
only in terms of observable tax rates, whereas our 
approach would under his assumptions require 
unobservable tax rates to be known. The differ- 
ences in value of the firm that this will give rise 
to depends on the value of T, and on the level of 
gearing. 

We now return to the problem of relating К, 
to the МАСС. Let Ё„ be the post-corporate and 
personal taxes return on equity. Then R; will be 
given by: 


(1 +R90 — D), 
- Y, 4 (а — DRO — T2LV, + (1 – LV, 
TL), — Vo) — T,(7, — Vo) (10) 


The first two terms on:the right-hand side of 
equation 10 represent the income to shareholders, 
that is the total payout of the geared firm less that 
given to the bond holders. The third term is the 
value of the equity in the firm at the start cf 
the next year, the fourth term is (as described in 
footnote 3) the adjustment to the shareholders’ 
value due to the company raising equity to buy in 
debt or buying in equity with the proceeds of a debt 
issue. Again in line with footnote 3, the final term 
is the total capital gains tax paid in the year. 

Dividing equation 10 by (1 — T,) and rearrang- 
ing gives: 


Vo + [Rg/( — T, у= Xi fü — T,) 
+V,- ККИ Т) (1 — о) А — Tj 
which in terms of R, gives: 
Ri — T,) = К(1— L) 
4+RU-T)U—a)L (1) 


It can therefore be seen that the correct discount 
rate to use, in valuing a company or a project, 
is the after corporate and personal taxes WACC 
grossed up at rate T, and the cash flows are the 
after corporate and personal taxes cash flows X, 
grossed up again at rate T,. 
An interesting special case arises when T, — T,. 

Using equations 1 and 11 we obtain: 


К, = [Rgf(1 – Ла — D) + Ка – T)L 


but Кај] — T,) is in this case just the post- 
corporate tax but pre-personal tax return on 
equity. So A, is now just the standard post- 
corporate pre-personal tax МАСС. Also 
ХО — T,) is now simply the post-corporation tax 
ungeared "cash flow of the firm. Thus equation 9 
now agrees with standard practice involved in 
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investment appraisal. The condition that T, = T, is 
that of dividend irrelevancy. 

Under the existing UK framework the above 
condition could occur if all shareholders were 
considered to be standard rate taxpayers, in which 
case Т, = 0 and capital gains tax could be avoided 
or postponed indefinitely, thus giving an effective 
value of Т, = 0. Alternatively, if the firm's aim 
was not to maximise the utility of all its share- 
holders but only that of the majority, then its 
majority shareholders would often be in effect 
basic rate taxpayers. Appendix 1 demonstrates 
how the above formulae can be amended to take 
account of inflation indexation relief of capital 
gains tax. 


Implications for UK tax system 


The above analysis was undertaken on the 
assumption that there was only one class of 
investor. This assumption must be relaxed if the 
model is to have any practical significance. 
Other models in order to achieve this have made 
equilibrium assumptions concerning dividend 
irrelevancy and the form of an investor's utility 
function. Here we can work within the existing 
framework as the assumption that capital gains 
are paid yearly will suffice. Given this, under 
the current tax system, 7, = Т, (this is only an 
approximation inasmuch as whilst it will be true 
for all institutionally invested funds because of 
the annual exemption threshold it is possible for 
Some taxpayers to um T, equal to zero)* but 
more importantly 1 — Т, = 1 — Т, = 0.75(1 — 7,) 
and therefore « and X, d — T,) will be the same 
for all shareholders.’ (This follows the definition 
of T, as the marginal tax on net dividends, i.e., net 
of basic rate tax.) It also follows that R,/(1 — Т,) 
and R(1— Tj)/(1— T,) will be the same for all 
shareholders, as a non-standard taxpayer will 
always receive a return (1 — 7,) less than a stan- 
dard taxpayer no matter in what form (interest, 
dividends, or capital gains) the return occurs. 
Thus a 40% taxpayer always receives 20% less 
than a 25% taxpayer. 

It follows from the above that R, is the same 
for all classes of shareholder, i.e. pension funds, 
25% individuals and institutions, and 40% individ- 
uals. So also is X;/(1 — T,), which indeed becomes 





‘The authors are grateful to an anonymous referee for 
pointing this out. 

За will be constant if R(1— 7,) is the appropriate rate for 
discounting riskless after-tax cash flows attributable to share- 
holders with a personal tax rate of Ту. This will be the case 
if there is no restriction on borrowing (short sales) and tax 
relief is provided on personal borrowing. In practice pension 
funds and life funds are net holders of debt and few personal 
shareholders borrow money to invest in shares, most also being 
holders of debt (bank deposits), so the above assumption is not 
too restrictive. 
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the ungeared firm's after corporation tax payout 
grossed up at the standard rate of tax. Therefore, 
assuming everyone is a 25% taxpayer, equation 9 
can be used to value a company or project, and can 
be written as follows: 


X,, ,/0.75 
У, = ——M 
: È, (1+ Ry 


where А, = [К /0.75](1 — L) + RL(1 — T,)/(0.75) 
and where Х,,; is now the after-corporation tax 
ungeared payout. 

Note that, as mentioned above, Rẹ is the return 

on equity net of personal taxes. Given the above 
assumptions, which allow everybody to be treated 
as a 25% taxpayer, if for instance Gordon's growth 
model is used to calculate К, it would have the 
form А; = D/P +0.75g, where D is the net 
dividend payable in a year’s time, P is the share 
price and g is the dividend growth rate. 
. Only for the case of a level perpetual cash flow 
pattern will the traditional approach of discount- 
ing the firm’s post-corporation cash flow at the 
post-corporation tax WACC be appropriate under 
the UK tax system. The reason is that for a level 
perpetual cash flow the value of the firm is not 
expected to change over the years and thus no 
capital gains will occur. Also, from the nature 
of the valuation of a perpetual cash flow terms 
involving personal taxes on income will cancel in 
the denominator and numerator. 


(12) 


Relationship between R; and RẸ 


The relationship between А and the after- 
corporate and personal tax of the ungeared firm 

z is given in equation 15. Equation 15 is found 
using the same method as that given in Clubb and 
Doran (1991) but also allows for the fact that R4 
and В are now not the same (a full derivation is 
given in Appendix 2). f does not equal R because, 
as discussed above, some of the 7, terms in valuing 
V" are discounted at КИ — T;) not В. Thus for the 
ungeared firm: 


y, kit VI - T9 
= 0*5 


and the relationship between №“ and В is given by 
equation 14: 


T,Vi 


{i+ RU — Ta) i 





_ Rell + ка — T2] — T, RQ Т) 
= 7,) + ка Т,) 


Also,.under the UK tax system f will be different 
for different marginal tax rates. Under the con- 
ditions outlined in the previous section, while 
42/01 — T,) will be the same for all investors, 
BI — T,) will not be, because it is not possible 


В (14) 
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with the introduction of capital gains tax for an 
investor to obtain an income stream discounted at 
rate В on its own: 


Кр= RET(RE—R(-T,) 
L ка — Tj) 
х —— |I 15 
eal (i —7,)+ R(1 2 (3) 
For the conditions outlined in the previous section 
the term in square brackets in equation 15 reduces 
to 1 — aR/(1 + R). 





Conclusions 


Apart from the simplest of cases where 
T, = Т, = 0, the standard form of the МАСС does 
not hold. It has been shown, however, that under 
assumptions as to the payment of capital gains tax 
a modified form of the WACC holds. In particular, 
for the UK tax system post-corporation and 
personal tax WACC is found and then grossed up 
at the standard rate of tax. The post-corporation 
tax ungeared cash flows from the company are also 
grossed up at the standard rate of tax and then 
discounted at this rate. 
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Appendix 1 


The formulae in the section ‘The Basic Model can 
easily be extended to allow for the case where 
capital gains tax is charged only on the inflation 
adjusted change in the value of the equity as is the 
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present situátion in the UK. If л represents the 
expected inflation rate then equation 7 becomes: 
ү. „= Хр Vra «ка — Т) Ут. 

=: (1 4- B) +R — Ta) 


Vea - DT, Уа - D) +а)т, 





(1+ 8) [1 +RA – Т) 
ШАТ, Ша, 
а+8) [1+ R0-T)) 


where the (1+2) that now appears in the 
fourth term on the right-hand side arises from 
the inflation adjustment to the original equity. 

By then following exactly the same argument as 
in the main paper after equation 7 and writing Ф 
for z(1 — L) we obtain: 


y,= у а -T9 


eee e 1 
A ODE n 
where Z* is now given by: 
х*_|1— «R(— TL 
Пека — T3) 


T, +) _ 
uox to 


However, (1 + 8)Z* cannot be directly equated 
with a WACC. But if equation 16 is rewritten as: 


X14 sl — T, — та + ФУ 


И, = 1 
m (+ А; oo 
where А, = (1 + 8)Z* and Z* now takes the form: 
PR | __ ска - T)L 
[1 + R(1 — 7,)] 


T, +8) E 
 [-Rü- га | а 


then this R, can be equated to а WACC. 
Equation 10 is modified by adding an additional 
term T,z(1— L)V, representing the indexation 
allowance to the right-hand side. If this modified 
equation 10 is divided by 1— Т,(1+ Ф), then, 
following the same procedures used to obtain 
equation 11, R, can be equated with: R& and 
Ка — Ту) in the form: 


R,[I — T,(1 + Ф)] = Re(1 — L) 

f + R(1 ~ ТЈА а) 
However, because all taxpayers now get the same 
relief for inflation, R, will be different for differ- 
ent classes of shareholders and X,, 1 — 7,/- !/ 


[1 — 7, (1 + ФЈУ will also be different though a will 
still be constant. 
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Appendix 2 


The relationship between f, А; and R% can be 
found by applying the method demonstrated in 
Clubb and Doran (1991). Using this method and 
from the definition of R% and equation 13 we have: 
(Apr VIO = TB 
К = AL LE 
(1+ 8) Vi 
T,ViR(l— Ty) 
{i+ RO — ТОРУ: 
but note also from equation 13 that 
rg ea T ) 
(1+ 8) WM BERO- T] 
so equation 18 can after cancelling the И! be 
written in the form: 


T 
Ric Tae 
2 с), 
T,R(1— Tj) 
LL __----- (19 
[1 -- R(1 — T3)] um 
Rearrangement of this gives equation 14 of the 


main test. 
As shown in equation 8 we can write: 


y ЖЕЙТ) 
° 0-4) 


(18) 


«R(1 — ТОРУ, + T, V, 
[| - ка — T]: 
Again we can rewrite [Х + Vi (1 — T,)]/(1 + f) as: 
_ &R(1 — T) LV, T, V, : Q1) 
[1+ R(1 — 7,)] 
From the definition of А; the expected worth of the 
firm in a year from now is given as: 
(+R) (0 — D) - [1 + R( — ТЕ. 
which can be rewritten as:- 
Va + Re(1 — 1) У, + R -THL 


but using equations 20 and 21 the value of the firm 
in a year's time can also be written as: 


ава -TALV 4 T, V, 
а +ю(- ПЕКИ T] ) 


&R(1 — Ta) LV, + T, V, 
{1+ R(1— T) 

By equating these two expressions for the value 
of the firm in a year's time we obtain an equation 
for Кк, the terms in V, cancel and we can use 
equation 19 to introduce Rz. Then f can be 
eliminated by using equation 14 from the main 
text. Rearrangement then yields equation 15. 


(20) 


Vo 


+1 +R – 7 


S 
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EC Accounting Harmonisation: 
An Empirical Study of 
Measurement Practices in France, 


Germany and the UK 


Emmanuel N. Emenyonu and Sidney J. Gray* 


Abstract— This research attempts to assess the extent to which accounting measurement practices in France, 
Germany and the UK are currently harmonised in the context of the major effort that has been made to promote 
EC accounting harmonisation. The statistica! tests show that there are significant differences between France, 
Germany and the UK in respect of all the practices evaluated. Furthermore, the I-indices used to measure the overall 
level. of international accounting harmony across the three countries indicate a wide and relatively low range of 


values. 


Introduction 


The topic of international accounting harmonisa- 
tion has continued to generate interest among 
accounting practitioners, academics, investors and 
other users of corporate financial reports. A variety 
of organisations, including the International Ac- 
counting Standards Committee (IASC), the United 
Nations Centre on Transnational Corporations 
(UN), the Organisation for Economic Co-oper- 
ation and Development (OECD), and the Euro- 
pean Community (EC) have committed substantial 
resources in order to promote international under- 
standing on accounting issues and to pursue the 
goal of international accounting harmonisation. 
However, in spite of all these endeavours, little has 
been done to devise a way of quantitatively deter- 
mining the extent to which such efforts have been 
successful. 

This study has two main purposes, which are 
related specifically to the problem of accounting 
harmonisation in the EC. First, an attempt is made 
to judge whether or not the asset.and profit 
measurement practices of large companies in three 
major EC countries (France, Germany and the 
UK) are significantly different as at the end of 1989 
in the context of the EC harmonisation effort, most 
notably in the form of the EC Fourth Directive 
(1978) which establishes the measurement methods 
to be followed in company accounts. Secondly, an 
effort is made to quantify the overall extent of 
international accounting uniformity or harmony 





*The authors are from the Centre for International Finance 
and Accounting, University of Glasgow. 
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across the three countries concerned. This study 
does not, however, attempt to measure the extent 
of international uniformity before the commence- 
ment of the EC harmonisation programme and the 
extent to which the situation has improved, deteri- 
orated or remained the same since that time. The 
analysis is thus limited to an evaluation of the state 
of EC differences at a particular point. 

In a bid to accomplish the aims of this paper, 
data was collected from the annual reports of 26 
large industrial companies from each country. Six 
key asset and profit measurement practices were 
selected: stock valuation, depreciation, goodwill, 
research. and development, valuation bases for 
fixed assets and the treatment of extraordinary/ 
exceptional items. These practices were subjected 
to statistical tests to determine whether the pattern 
of their treatment in the three countries, within the 
limits of this study, could be said to be significantly 
different or not. Based on these variables, an 
international index was also computed to measure 
the overall level of harmony in respect of each of 
the measurement practices across the EC countries 
concerned. 


Prior research and review of literature 


In any endeavour to assess harmonisation, it is 
important to clarify the concepts involved. Accord- 
ing to Choi and Mueller (1984, p. 470), harmonisa- 
tion means that ‘...different standards might 
prevail in individual countries, so long as they are 
“in harmony" with each other—meaning they 
should not logicallly conflict'. On the other hand, 
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standardisation *means that a single standard or 
rule is applied to all situations’. Tay and Parker 
(1990, p. 71) see harmonisation as a process which 
entails ‘a movement away from total diversity of 
practice' and standardisation also as a process but 
one which involves ‘a movement towards uniform- 
ity. While the objective of harmonisation is to 
move accounts away from total diversity, stan- 
dardisation attempts to move them towards uni- 
formity. In reality it might be very difficult to point 
out precisely at which point on the continuum an 
accounting regulatory process changes from har- 
monisation to standardisation. It is not impossible 
for even the EC harmonisation programme, in 
time, to move the accounting practices of compa- 
nies in member nations from total diversity 
towards uniformity. As a result, the terms will be 
treated in conjunction with each other for the 
purposes of this paper. ` 

Earlier researchers have written extensively on 
such issues as: the benefits and costs of harmonis- 
ation, obstacles and problems hindering harmoni- 
sation, scope for harmonisation, and factors that 
are encouraging the harmonisation drive (see, for 
example, Carey, 1970; Chevalier, 1977; Choi and 
Mueller, 1984; Fantl, 1971; Gray, 1984; McComb, 
1979; Moulin, 1988; Nair and Frank, 1981; Turley, 
1983; Turner, 1983). Therefore, this review of 
prior research will concentrate on those studies 
which are directly related to the measurement of 
international harmonisation. 

Nair and Frank (1981, p. 76) set out to ascertain 
the impact of the harmonisation endeavours of the 
IASC. Consequently, they surveyed the effect of 
IAS 110 10 on the accounting practices of some 37 
countries, using the Price Waterhouse surveys of 
1973, 1975 and 1979. They found that the period 
of the IASC's existence had coincided with an 
increase in the harmonisation of accounting stan- 
dards between the countries surveyed. These find- 
ings may be questioned, however, in that the Price 
Waterhouse surveys used by Nair and Frank are 
limited in terms of reliability, not least by their 
focus on regulations rather than actual practice 
(Nobes, 1981). 

Evans and Taylor (1982, р. 118, 119), with aims 
similar to those of Nair and Frank (1981), studied 
the effect of IAS 2, 3, 4, 6 and 7 on financial 
reporting practices in France, Japan, UK, USA 
and West Germany. This study relied on the 
financial reports of selected companies in each of 
the countries from 1975—88 for its data. Based on 
their findings they concluded that the IASC had 
had very little effect on the accounting practices of 
the countries studied. 

Doupnik and Taylor (1985) set out to assess the 
extent to which 16 western European countries 
conformed to a ‘basic core of accounting practice’, 
using IAS 1-8. Data collected through a survey 
questionnaire and the Price Waterhouse 1979 
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survey were analysed. The findings supported the 
hypothesis that many differences still existed in 
Western European accounting practices though 
some increased compliance with IASC standards 
was found. This latter finding was, however, dis- 
puted by Nobes (1987) who also concluded from a 
recent studv of accounting practices of US multi- 
nationals that compliance with IASC standards 
was negligible (Nobes, 1990). 

The Fédération des Experts Comptables Eu- 
ropéens (FEE) has also produced some noteworthy 
surveys. The 1989 survey (FEE, 1989), covering 
1987 accounts, set out to ascertain whether, after 
the implementation of the EC Fourth Directive on 
Annual Áccounts, there was harmonisation of 
accounting practices within the member countries. 
Consequently, data was gathered from survey 
questionnaires and the annual reports of about 191 
companies from 9 EC nations, namely: Belgium, 
Denmark, France, Germany, Greece, Ireland, 
Luxembourg, Netherlands and the United King- 
dom. The survey concluded that, for those areas 
covered comprehensively by the Fourth Directive, 
a high level of harmonisation can be observed. On 
the other hand, an apparent lack of harmonisation 
can be seen in those areas covered only partially by 


-the Directive. An update and extension of this 


survey based on 1989 accounts has also recently 
been published (FEE, 1991) which covers 441 
companies from 15 European countries. À major 
finding of the survey is that other factors besides 
the EC Fourth Directive are having a significant 
influence on the evolution of accounting practice at 
the nationai level. What both of these surveys do 
not do, however, is attempt to quantify, in statisti- 
cal terms, the existence of significant differences in 
practice and the current status of harmonisation. 

Van der Tas (1988), in an exploratory article, set 
out to quantify harmony, to determine when and 
to what extent harmonisation has taken place and 
then to measure the impact of the organisations 
involved in international harmonisation: In order 
to accomplish the set goals, three indices of con- 
centration measurement were developed and 
adapted. The basic tool was the Herfindahl index, 
or H-index, one of many measures used to assess 
industrial concentration or monopoly. Variants of 
the H-index were developed. The C-index was 
devised to handle national and the J-index to 
handle international harmonisation measurement. 
The use of a concentration index approach was 
justified on the grounds that harmonisation, i.e. 
moves towards standardisation or uniformity, may 
be likened to moves towards monopoly albeit in a 
different context. 

Using these indices, van der Tas measured levels 
of harmonisation on the subject of Deferred Tax in 
the UK; accounting for the Investment Tax Credit 
in the Netherlands and the US; the Investment Tax 
Credit Equalisation Account in the Netherlands; 
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and the Valuation of Land and Buildings in the 
Netherlands. Finally, he attempted to compute a 
harmonisation index for the Investment Tax Credit 
in the US and the Netherlands. From these indices, 
which were computed over periods ranging from 
1965 to 1985, it was possible at a glance to 
recognise periods of high and low harmonisation. 
However, this was an exploratory article and much 
work is still needed before the work of van der Tas 
can be fully operationalised. One important limi- 
tation of the indices he set out to calculate was how 
to measure the significance of changes in the 
indices involved. 

Tay and Parker (1990), after reviewing van 
der Tas (1988) and other notable papers on the 
measurement of international harmonisation, 
identified the following as major problems: data 
“sources, operationalisation of concepts, statistical 
methods employed, and distinguishing changes in 
accounting practice due to compliance with stan- 
dards from changes due to other reasons. They 
went on to suggest an alternative approach to 
harmonisation measurement—a study focused on 
the actual practices of companies as disclosed in 
their annual reports rather than as stated by 
regulatory requirements. Evidence of harmony 
could be derived by subjecting data extracted from 
companies’ annual reports to tests of statistical 
significance using, for instance, the chi-square test 
and by indices such as the I-index proposed by van 
der Tas. 

This research attempts to implement some of the 
Tay and Parker suggestions, albeit in the limited 
context of EC harmonisation with particular refer- 
ence to France, Germany and the UK. Objective 
Statistical analysis (the chi-square test and the 
I-index) is used to form an opinion on the signifi- 
cance of differences and extent of harmony as at 
the end of 1989 in respect of the de facto measure- 
ment practices of companies from the three 
countries covered by this study. 

However, perhaps most importantly, the pur- 
pose of this paper is not just to enable an opinion 
to be formed on the extent to which there are 
differences, or a lack of harmony, in financial 
reporting in the context of efforts to promote EC 
accounting harmonisation. A further significant 
aim is to contribute to the development and appli- 
cation of quantitative measures of international 
harmonisation. 


Research methodology and hypotheses 
The objectives of this research are twofold: 


l.Assess, by using objective statistical tests, 
whether the pattern of usage of asset and 
profit measurement practices by large compa- 
nies in France, Germany and the'UK are 
significantly different; 
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2. Derive an index showing the extent of inter- 
national harmonisation, using data on asset 
and profit measurement practices, across the 
three countries. 


The variables selected for testing have been chosen 
because they can in solo or in concert significantly 
affect measures of assets and profits, depending on 
the choice of treatment adopted by a company. 
In addition, information relating to the par- 
ticular method adopted for treating each of the 
variables is commonly available from the ‘account- 
ing policies’ section of most companies’ annual 
reports, or can be deduced from the notes to their 
accounts. 

The relevant hypotheses are stated below in the 
null form for the purposes of statistical testing: 


Ho,: There is no significant difference in the 
stock valuation methods used by large French, 
German and UK companies. 

Ho; There is no significant difference in the 
depreciation methods used by large French, 
German and UK companies. 

Ho, There is no significant difference in the 
methods of treating goodwill used by large 
French, German and UK companies. 

Но: There is no significant difference in the 
methods of treating research and development 
expenditure used by large French, German and 
UK companies. 

Ho; There is no significant difference in the 
valuation bases for fixed assets used by large 
French, German and UK companies. 

Hog There is no significant difference in the 
method of treating extraordinary/exceptional 
items used by large French, German and UK 
companies. 


As already mentioned, the data for the study 
were collected from the 1989 annual reports of 26 
large industrial companies! (with a turnover in 
excess of 1 billion), from each of France, Germany 
and the UK. For the 1989 financial year, 69 
French, 77 German and 120 UK companies at- 
tained a turnover of 1 billion or more. The sample 
size for the study (26 from each country) thus 
represents about 38% of French companies in the 
class of interest, 34% for Germany and 22% for 
the UK. The samples were selected randomly, so as 
to guard against any biases. However, the fact that 
some industries were not represented in all of the 
country samples is recognised as a limitation. In 
this regard, it was not feasible to match the compa- 
nies in each sample by industry. On the other hand, 
the samples were not biased by any. particular 
industry groupings. The study was restricted to 
large companies because the need to promote 





'The list of companies surveyed is available from the authors 
on request. 
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international investment is often cited as a justifica- 
tion for international accounting harmonisation. 
Hence, this study focuses on the class of companies 
most likely to attract the attention of international 
investors. The number of companies studied was 
limited by time and resource constraints. 


Tools of analysis 


Two statistical tools of analysis are employed. The 
Chi-square (y?) test is used to assess whether the 
pattern of usage of measurement practices by 
companies in France, Germany and the UK 
is significantly different. On the other hand, the 
I-index (a variant of Herfindahl’s concentration 
measure) is used to compute the degree of inter- 
national harmony that exists across the three 
countries. A brief discussion of each of the statisti- 
cal tools now follows. ` 
1. The Chi-square (x?) test 

The hypotheses are treated using the Chi-square 
(x?) test for independent samples (see Siegel and 
Castellan, 1988, p. 191). The tests are conducted at 
the 5% level of significance. 


2. The van der Tas I-index . 

The I-index employed by van der Tas (1988) is 
itself a variant of the Herfindahl index. While 
recognising that the Herfindahl index is just one of 
many possible concentration measures, Tay and 
Parker (1990, p. 83) argue that the use of a 
concentration index 'seems to be a useful way to 
evaluate the level of harmony, and track move- 
ments in harmonisation over time'. 

The general formula for the I-index (van der 
Tas, 1988, p. 168), which includes a correction 
factor in the case of two or more countries, is: 


n Шт – 1) 
г-(ў чуч ee xr") 
i=] 
where: 


fi = relative frequency of method iin country m 
m = number of countries 
n — number of alternative accounting methods 


By way of explanation, the I-index is computed by 
multiplying the relative frequency of use of a 
particular accounting method across countries and 
subsequently adding up the results for all alterna- 
tive methods. Consequently, the index rises when 
more companies across countries use the same 
methods from the available accounting options. 
An example of a 3-country/2-method case is as 
follows: 


Country 1 2 3 


Method 1 0.7 0.5 0.6 
Method 2 03 0.5 0.4 
I — (0.7 x 0.5 x 0.6 + 0.3 x 0.5 x Q.4)/079 
= 0.27'? = 0.52. 
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However, as indicated by Tay and Parker (1990), 
there may be problems in operationalising this 
approach in terms of identifying the range of 
accounting methods involved and the companies 
which are affected by a particular accounting 
method. Further, a test has yet to be devised to 
evaluate the significance of variations in index 
values. Users of the index are also expected to 
determine subjectively the desired value of the 
index for an acceptable degree of harmony to be 
said to exist. 


Presentation of data and analysis of test 
results 


In this section, the test results and main findings of 
the research are presented. This is accompanied by 
a discussion of the measurement provisions of the 
EC Fourth Directive and national requirements in 
each of the three countries with respect to the six 
practices studied. The EC Fourth Directive was 
implemented in France in 1983, Germany in 1985 
and the UK in 1981. It should also be noted that 
the measurement provisions of the EC Fourth 
Directive were incorporated in the EC Seventh 
Directive (1983) relating to consolidated accounts 
which was implemented in France in 1986, 
Germany in 1985 and the UK in 1989. As far as 
possible, the discussion in this section is restricted 
to the six specified practices in the context of the 
three countries under study. 


Stock Valuation Methods 


Ho,: There is no significant difference in the 
stock valuation methods used by large French, 
German and UK companies. 


Article 39 of the EC Fourth Directive provides that 
current assets should be valued at purchase price or 
production cost or market value which ever is 
lower. Article 40 is flexible, though, as regards the 
bases for determining the cost of stocks: the ‘first 
in, first out’ (FIFO) method, weighted average 
costs, the ‘last in, first out’ (LIFO) method, or 
some similar method, are all permitted. However, 
France does not permit the use of the LIFO 
method, and it is rare in the UK where it is 
prohibited for tax purposes and not generally 
acceptable in the accounting standard (SSAP 9). 
Germany, cn the other hand, allows it where it 
corresponds to actual or physical usage. 

For the purposes of this study, three categories 
of methods were identified: cost, market value or 
lower of cost and market value. This categorisation 
was based on the stated accounting policies of the 
reporting firms. A test based on cost determination 
bases was not attempted since companies often use 
a combination of methods that would be too 
complex if not impossible to subject to testable 
categories. Worse still, many did not disclose the 
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Table 1 
Stock Valuation Methods 
Methods France 
Cost 

Market value (MV) 
Lower of cost/MV 


16 (61%) 
0 (0%) 
10 (3994) 


Total companies 26 


x? = 27.97 


specific method used, і.е. LIFO, FIFO, weighted 
average etc. Market value is derived using either 
net realisable value or replacement cost. 

From Table 1, it can be seen that a significant 
overall majority of companies (74%) use a lower of 
cost and market value approach. For purposes 
of the chi-square test, the market value and lower 
of cost and market value categories were combined 
to avoid the problem of small expected frequencies 
(Siegel and Castellan, 1988, p. 199). 

The computed chi-square value of 27.97 shown 
in Table 1 is significant at the 5% level and, 
therefore, we reject the null hypothesis and con- 
clude that the stock valuation methods used by 
large French, German and UK companies are 
significantly different. However, further statistical 
analysis using chi-square tests applied to pairs of 
countries (see Appendix A), indicates that there is 
no significant difference between methods adopted 
by German and UK companies. Hence, the overall 
significant result was due to variations in French 
practice relative to the other two countries. In this 
regard, however, it should be noted that the re- 
ported use of the cost method by French compa- 
nies may be misleading, as the use of the ‘lower of 
cost and market value’ method generally leads to 
valuation at cost in any particular case. 

The I-index of 0.5481 shown in Table 1 means 
that there is about a 54.81 percent level of harmony 
on the issue of stock valuation methods as de- 
scribed by large French, German and UK compa- 
nies. As suggested earlier, there is no benchmark 





Table 2 

Depreciation Methods 
Methods France 
A. Straight line (S) 
B. Declining Bal (D) 
C. (D) & (S) 


15 (58%) 
1 (4%) 
10 (38%) 


Total companies 26 


х? = 48.75 
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UK 


Germany Total 
4 (1594) 
0 (025) 

22 (85%) 


0 (096) 
2 (896) 
24 (92%) 


20 (2694) 
2 (294) 
56 (72%) 


26 26 78 
I-Index = 0.5481 


yet available to test whether this degree of har- 
mony is acceptable or not. 


Depreciation Methods © 


Ho,: There is no significant difference in 
the depreciation methods used by large French, 
German and UK companies. 


According to Article 31 (i) of the Fourth Directive, 
*account must be taken of all depreciation, whether 
the result of the financial year is a loss or a profit’. 
However, the directive is flexible in that it does not 
prescribe any particular method of reflecting de- 
preciation in the books of accounts of companies 
in the member countries. To date, the straight line 
and declining balance methods remain the most 
widely used. 

Owing to the German practice of starting with 
the declining balance method and then switching 
over to the straight line method when the figure 
derived from straight line exceeds that from declin- 
ing balance, a third category combining both 
methods was created for analysis purposes as can 
be seen from Table 2. Clearly, there is a fairly even 
split overall between companies using straight line 
depreciation and those using a mix of straight line 
and reducing balance depreciation methods. 

For the purposes of the chi-square test, the three 
companies in the declining balance category were 
excluded to avoid the problem of small expected 
frequencies. The computed chi-square value of 
48.75 shown in Table 2 is significant at the 5% 


Germany UK Total 
40 (51%) 
3 (4%) 
35 (45%) 


0 (094) 
1 (494) 
25 (9694) 


25 (96%) 
1 (4%) 
0 (0%) 

26 26 78 


I-Index = 0.0076 
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level, and thus we reject the null hypothesis and 
conclude that the depreciation methods used by 
large French, German and UK companies are 
significantly different. 

The I-index of 0.0076 shown in Table 2 means 
that there is about a 1 percent degree of harmony 
on the issue of the depreciation methods used by 
large companies in France, Germany and the UK. 
The low degree of harmony in this respect can be 
explained by the influence of tax accounting on 
French and German financial reporting. While 
about 96% of the UK companies adopted the 
straight line method, about the same percentage of 
German companies preferred the declining balance 
method, switching over to the straight line method 
only when it offered tax advantages over the 
declining balance method. Though a sizeable per- 
centage of French companies (58%) adopted the 
straight line method, the large degree of difference 
between German and UK practices appears to 
have neutralised the moderating effect of the 
French companies' depreciation policies. 


Treatment of Goodwill 


Ho;: There is по: significant difference in the 
methods of treating goodwill used by large 
French, German and UK companies. 


Article 9 of the Fourth Directive is flexible in that 
it permits, but does not require, purchased good- 
will to be carried in the balance sheet as an 
intangible asset. If capitalised, goodwill should 
normally be written off within a maximum period 
of five years (Article 37 (2)). Article 37 provides а 
derogation in that member states may permit 
companies to write off goodwill systematically over 
a period exceeding five years provided that this 
period does not exceed the useful economic life of 
the asset. All three countries have taken advantage 
of the Article 37 derogation by allowing amortisa- 
tion in excess of 5 years depending on the expected 
useful economic life of the asset. 

In Germany and the UK (see Table 3) the 
majority of companies have not capitalised good- 
will, preferring to write it off against reserves and 
thus avoiding the amortisation provisions of the 
Fourth Directive. It can be seen that the chi-square 
value relating to the treatment of goodwill is 41.69. 


Table 3 

Treatment of Goodwill 
Methods France 
A. Immediate write off 2 (8%) 
22 (9294) 


B. Amortised over a period 


Total companies 


X) = 41.69 


24 
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This is significant at the 5% level, and thus we 
reject the null hypothesis and conclude that the 
methods of treating goodwill adopted by large 
French, German and UK companies are signifi- 
cantly differently. However, when the analysis was 
done on a two-country basis, the difference be- 
tween German and UK companies was found to be 
insignificant (see Appendix A). This suggests that 
the overall significant result arises because of the 
significant French result relative to both Germany 
and the UK. 

The I-index of 0.2636 means that there is about 
a 26.36% level of harmony on the practice of 
treating goodwill adopted by large companies from 
the three countries. This relatively low degree of 
harmony can be explained by the relatively high 
use of the amortisation method prevalent among 
French companies (about 92%), in comparison 
with the low German (about 25%) and UK (about 
4%) uses. . 


Research and Development Costs 


Ho,: There is no significant difference in the 
methods of treating research and development 
expenditure used by large French, German and 
UK companies. 


As in the case of goodwill, the Fourth Directive is 
flexible in that it permits member states to author- 
ise the treatment of research and development 
(R&D) costs as intangible assets (Article 37 (i)). 
Member states may also permit R&D costs to be 
amortised over a period in excess of five years. 
However, the reasons for exceeding five years must 
be disclosed in the notes on the accounts. In the 
individual countries, both France and Germany 
allow the capitalisation and amortisation of R&D 
costs. For the UK, Statement of Standard Ac- 
counting Practice No. 13 does not permit the 
capitalisation of research costs, but development 
expenses can be capitalised and amortised subject 
to meeting certain criteria. From Table 4 it can be 
seen that the overall majority of companies (63%) 
prefer the immediate write off method. In this case 
it was not possible to compute a chi-square statistic 
owing to the small expected frequencies and lack of 
policy disclosure. The I-index was also not com- 
puted due to the very high rate of German non-dis- 
closure on this issue. 


Germany UK Total 
18 (75%) 


6 (25%) 


23 (96%) 
1 (4%) 


43 (60%) 
29 (40%) 


24 24 
I-Index = 0.2636 
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Table 4 

Treatment of R & D Costs 
Methods France 
A. Immediate write off 
B. Deferred 

C. Not disclosed 


22 (85%) 
1 (4%) 
3 (1194) 


Total companies 26 


While there is a very high degree of similarity 
between British (96.15% for immediate write off) 
and French (84.62% for immediate write off) 
practice, in Germany, the only two companies that 
disclosed their policies also used the immediate 
write off method and it would seem that this is the 
normal method used in practice. Hence, it can be 
said that the trend is in favour of immediate write 
off of research and development costs. 


Valuation Bases for Fixed Assets 


Ho;: There is no significant difference in the 
valuation bases for fixed assets used by large 
French, German and UK companies. 


Section 7 of the Fourth Directive sets out the rules 
for asset valuation. The basic valuation principle is 
historical cost. However, under Article 33, member 
states are permitted to authorise the use of replace- 
ment value, methods of valuation which take ac- 
count of inflation, and revaluation on a periodic 
basis. However, in Germany, methods reflecting 
changing price levels are not permitted. Conse- 
quently, the use of the historical cost convention is 
mandatory. In France, the government and stock 
exchange bodies, having appreciated the effects of 
inflation on historical cost accounting, required 

index-based revaluation and hence some modifi- 
cation of the strict historical cost convention. 
However, the UK is the most liberal of the three 
countries. UK regulations permit periodic revalua- 
tions by companies on an ad hoc basis. The use of 
current cost accounting is also permitted in either 
primary or supplementary financial statements. 

In order to test for the significance of the use of 
different valuation bases for fixed assets, three 


Table 5 
Valuation Bases for Fixed Assets 
Methods France 


Historical cost 
Modified historical 


23 (88%) 
3 (1296) 


Total companies 26 


x? =25.77 





Germany 


26 (100%) 
0 (0%) 
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Germany UK Total 
2 (7%) 
0 (0%) 

24 (93%) 


25 (96%) 
1 (4%) 
- 0 (0%) 


49 (63%) 
2(2%) 
27 (35%) 


26 26 78 


categories were identified: historical cost, modified 
historical cost (i.e. periodic revaluations) and cur- 
rent cost conventions. For the purposes of the 
chi-square test, however, the modified historical 
cost and current cost categories were combined to 
avoid the problem of small expected frequencies. 
From Table 5 it can be. seen that, while historical 
cost is followed by the overall majority of compa- 
nies (77%), there are a significant number of 
companies, mostly from the UK, using modified 
historical cost or current cost approaches in their 
primary financial statements. 

The computed chi-square value of 25.77 shown 
in Table 5 is significant at the 5% level. Thus we 
reject the null hypothesis and conclude that the 
valuation bases used by large French, German and 
UK companies are significantly different. However, 
further statistical analysis shows that, when com- 
pared against each other, the difference between 
Frénch and German companies was found not to 
be significant (see Appendix A). On the other hand, 
compared to France and Germany, the practice 
of UK companies was found to be significantly 
different. | 

From Table 5, it can be seen that the I-index is 
0.6079, that is, there is about a 60.79% degree of 
harmony existing on the issue of the valuation 
bases adopted by larg? French, German and UK 
companies. | et 


Treatment of Extraordinary and Exceptional Items 
Но,: There is no significant difference in the 
method of treating extraordinary [exceptional 
items used by large French, German and UK 
companies. 


UK Total 


11 (4294) 
15 (58%) 


60 (7794) 
18 (23%) 


26 26 78 


Lindex — 0.6079 
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Table 6 
Treatment of Extraordinary and Exceptional Items 


Methods 


A. Treated in current year's income statement 
B. Taken to reserves or retained earnings 


Total companies 


x? = 14.47 


The Fourth Directive defines extraordinary items 
as ‘Income and charges that arise otherwise than in 
the course of the company’s ordinary activities’ 
(Article 29). However, no further guidance i is given 
as to treatment other than to require separate 
disclosure of the gains and losses involved in the 
profit end loss account. 

In the UK, the term ‘exceptional items’ refers to 
charges and incomes which are not regarded as 
being outside ordinary activities but are abnormal 
due to size or incidence, while in France both terms 
are translated as ‘exceptionnel’. No matter how 
defined, it is hardly controversial to say that the 
treatment of extraordinary and exceptional items 
may significantly affect the profit result depending 
on whether or not such items are taken to reserves 
as opposed to treating them as part of the current 
year’s profit or loss. 

From Table 6, it can be seen that, while the 
majority of companies (73%) treat extraordi- 
nary/exceptional items as part of the current year’s 
profit, a significant minority (27%) take such items 
to reserves. The chi-square test value is 14.47. This 
is significant at the 5% level. Thus, we reject the 
null hypothesis and conclude that the methods 
adopted by large French, German and UK compa- 
nies for treating extraordinary and exceptional 
items are significantly different. Further analysis 
shows the difference between French companies 
compared to UK companies to be insignificant (see 
Appendix A). Hence, the overall significant result 
is likelv to be due to the differences between 
Germany compared to France and Germany 
compared to the UK. 


Table 7 Р 
Summary of I-index Values | 
Measurement 

Practices 


Index 
Values 


Depreciation 

Goodwill 

Stock valuation 
Extracrdinary/exceptional items 
Valuation bases for fixed assets 


0.0076 
0.2636 
0.5481 
0.5959 
0.6079 





23 (88%) 
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France Germany UK Total 


12 (46%) 
14 (54%) 


22 (85%) 
4 (1594) 


57 (7394) 
3 (1296) 21 (27%) 


26 26 26 78 


I-index = 0.5959 


Table 6 shows an I-index of 0.5959. This 
suggests that there is about a 59.59% degree of 
harmony in the methods used by large French, 
German and UK companies for treating extraordi- 
nary and exceptional items. French and UK prac- 
tice on this issue exhibits a high level of similarity. 
Over 8496 of the selected companies in both 
countries include extraordinary and exceptional 
items in the current year's income statement as 
opposed to just over 46% by German companies. 


Conclusion 


Taken overall, the chi-square tests have yielded 
results that are not very encouraging to those 
concerned to eliminate or reduce differences in 
measurement practices between the EC countries. 
In all cases, apart from research and development 
where it was not possible to conduct the test, there 
were statistically significant differences in the 
measurement practices of large French, German 
and UK companies. Ás regards the overall extent 
of international harmony, the I-index yielded val- 
ues as shown in Table 7 ranging from a high of 
0.6079 for valuation bases for fixed assets to a low 
of 0.0076 for depreciation methods. This is a wide, 
and relatively low, range of values given the efforts 
of the EC and other international organisations 
such as the IASC to promote measurement prac- 
tices that are harmonised internationally. Clearly, 
there are significant differences in the measurement 
treatment of a number of key items in major EC 
countries such as France, Germany and the UK. 
These differences tend to confirm the view that the 
measurement provisions of the EC Fourth Direc- 
tive are inherently flexible. Thus, much is still to be 
achieved in terms of harmonising asset and profit 
measurement practices in the EC. 

However, when the tests are restricted to two 
countries at a time, the results are a little more 
encouraging. As can be seen from Appendix A, the 
chi-square test results show that the difference 
between French compared to German companies 
was not significant for one item. The same holds 
true for French compared to UK companies. In the 
case of German compared to UK companies, two 
items were not significant. 
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At the same time, the lowest I-index value was 
0.04 for depreciation methods in the case of 
Germany versus UK, while the highest value was 
0.88 for France versus Germany on valuation 
methods. Also, the highest values for each pair of 
countries (0.88 France versus Germany; 0.85 
Germany versus UK and 0.77 France versus UK), 
exceeds the highest value from the combined analy- 
sis of 0.6079. 

In addition to the problem of accounting differ- 
ences and a relative lack of harmony, there is the 
related problem of instances of inadequate disclos- 
ure and explanation of the measurement methods 
used, with particular reference to stock valuation 
and research and development. 

Measuring the extent of harmony of accounting 
practices of companies internationally is still very 
much at an exploratory stage. Consequently, there 
is substantial scope for further research which 
could cover a larger sample of companies and 
include additional valuation and profit measure- 
ment practices such as deferred taxation, pensions, 
long-term contracts, treatment of long-term debt, 
and so on. Group accounting and consolidation 
practices could also be included. The measure- 
ment practices involved could also be studied in 
greater detail in terms of their quantitative and 
aggregate impact, subject to sufficient disclosures 
being made by the companies concerned. Further- 
more, a study that embraces both measurement 
and disclosure practices promises to be even more 
revealing. 

In terms of geographic scope, it’ would also 
be interesting to conduct a study embracing, say, 
all of the EC and OECD countries or, further still, 
all the developed market economies of the world. 
Such regional and global studies could help in the 
development of indices of international harmony 
which could assist organisations involved in ac- 
counting harmonisation to evaluate levels of har- 
mony existing at various points in time. 
Harmonisation trend studies would also be useful 
as inter-temporal comparisons would help to 
sharpen our understanding of fluctuations in the 
levels of harmony over time. The above areas are 
just a few suggestions concerning harmonisation 
issues in need of further research. 
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Appendix A 


Results of further country analysis 


Chi-square (у?) values: 
Stock valuation methods 
Depreciation methods 
Goodwill 


France / France] Germany | 

Germany UK UK 
11.70* 23.11* 4.33 
21.09* 10.83* 48.15* 
21.94* 36.81* 4.18 
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Valuation bases for fixed assets 3.18 12.24* 21.08* 
Extraordinary/exceptional items 10.58* 0.17 8.50* 


Critical value of y? at the 5% level = 5.02. 
*denotes significant results 


I-index values: (99) (96) (96) 
Stock valuation methods 0.42 (42) 0.39 (39) 0.85 (85) 
Depreciation methods 0.38 (38) 0.57 (57) 0.04 (4) 
Goodwill 0.29 (29) 0.11 (11) 0.73 (73) 
Valuation bases for fixed assets 0.88 (88) 0.44 (44) 0.42 (42) 
Extraordinary/exceptional items 0.47 (47) 0.77 (77) 0.47 (47) 
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Companies, Corporations and Accounting 
Change, 1835-1933: A Comparative Study 


John Richard Edwards* 


Abstract—The accounting literature usually associates the development of external reporting in nineteenth century 
Britain with the emergence of the limited company. Innovation and progress is attributed to pressure from market 
forces in an unregulated environment. This is an oversimplification, and ignores the process of acccounting change 
within two important categories of trading organisation. Companies in certain industries—including water, gas, 
electricity, tramways and railways—were subject to close statutory regulation, while municipal corporations operated 
within a statutory framework of accountability which left scope for market forces and professional leadership to 
influence the development of contemporary practices. This paper compares and contrasts the accounting and audit 
regulations and practices of the three categories of ‘business’ entity. The developmental path is charted and 
differences are identified. The differential reporting objectives and environmental conditions applying to these entities 
are acknowledged throughout, and the mechanism by which ideas were transferred between various sectors is 


considered. 


Introduction 


Recent years have seen an upsurge of interest in the 
development of financial reporting practices which, 
perhaps, reflects the stage of accounting in its 
overall development. Prior to 1970, historical 
analysis focused mainly on the achievement of a 
better understanding of the origin and gradual 
widespread adoption of double entry bookkeeping. 
This pre-occupation is not surprising in view of 
the fact that, for many centuries, it remained the 
major accounting innovation. But while Italian 
merchants are acknowledged as the ‘creators’ of 
double entry bookkeeping, British businessmen 
may be seen as the instigators of modern financial 
reporting practices. This ‘British contribution’ is 
thought to have its origin in the need to account 
for finance raised to build on the early fruits of the 
Industrial Revolution; more specifically, to finance 
development of the transportation network needed 
to move people and goods to their desired lo- 
cations, and to exploit the technical innovations 
which increasingly required the replacement 
of small manufacturing units by large scale 
production. 

The goods and services associated with econ- 
omic and social developments in nineteenth cen- 
tury Britain, however, were made available by a 
mixture of private and public provision. The regis- 
tered company, created in 1844 and allowed to 





*The author is professor of accounting at the Cardiff 
Business School, University of Wales College of Cardiff. He is 
grateful to Hugh Coombs, Ted French, Maurice Pendlebury 
and the two referees for comments and criticisms of earlier 
drafts. He is pleased to acknowledge financial support for this 
research from the Institute of Chartered Accountants in 
England and Wales. | 


register with limited liability from 1855, was in- 
creasingly used as the vehicle for mobilising capital 
through public company promotions; a process 
given an early impetus by first and second gener- 
ation entrepreneurs choosing to retire and/or to 
release all or some of their capital investment by 
selling their businesses to public companies in the 
1860s (Thomas, 1973, p. 122). 

From the middle of the nineteenth century on- 
wards, local authorities and, in particular, the 
newly created (1835) municipal corporations were 
encouraged and, later, charged with the responsi- 
bility for supplying 'trading services' such as water, 
gas, electricity, and tramways (Falkus, 1977, 
p. 139). In many cases statutory support was 
unnecessary with councillors enthusiastically em- 
bracing opportunities to extend their municipali- 
ties’ scale of operations. These activities, in 
common with those provided by joint stock com- 
panies, required management, finance and invest- 
ment. This fact may be underlined by pointing out 
that municipal corporations, outside London, had 
total debts outstanding of £168.3 m, in 1899, equal 
to 27% of the then British National Debt and 
roughly equivalent to £7.6 bn at:1991 prices. 

Accounting practice, in each case, developed 
against a background of regulations. For regis- 
tered companies, statutory accounting and audit 
requirements initially introduced in 1844 were re- 
pealed in 1856 and not re-introduced until 1900. 
During this period the only regulations were those 
contained in a company's articles of association, 
which were a matter for private negotiation be- 
tween shareholders and managers. For municipal 
corporations, requirements for accountability were 
introduced by various statutes beginning in 1835; 
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and it might be argued that soon after the govern- 
ment began to regulate more closely the degree of 
accountability required from limited companies, 
under the Companies Act 1929, the broad frame- 
work applicable to municipal corporations was 
already more or less complete with the issue, by the 
Board of Health, of the Accounts (Boroughs and 
Metropolitan Boroughs) Regulations 1930 (SR&O 
no. 30) and the passage of the Local Government 
(Audit) Act 1933. 

A third category of ‘business’ organisation, rel- 
evant to any review of early financial reporting 
developments, comprised what might be broadly 
described as public utility companies. These com- 
panies, often created by private Act of Parliament 
(statutory companies), were established to supply 
the goods and services required to meet vital public 
needs, such as water, gas, electricity and transpor- 
tation (railways, tramways and omnibuses). Parker 
(1990, pp. 52-4) has underlined the importance of 
not overlooking their accounting requirements 
since they constituted, in value terms, a major part 
of company investment and were the subject of 
separate statutory provision. 

It will be helpful, for the purposes of this paper, 
to employ a terminology which distinguishes be- 
tween the two private sector based categories of 
business organisation. While they were (probably) 
all limited companies, some within each category 
were formed by private statute and some by regis- 
tration under the Companies Acts. Moreover, 
while few of the non-public utility companies of 
interest to this paper were the subject of regulation 
between 1856 and 1900, some minimal regulations 
were in force from the latter date. We will therefore 
use the term 'companies' to cover both groups, 
‘public utility companies’ to cover Parker's group? 
and ‘non-regulated companies’, where appropriate, 
to identify the remainder. 


Purpose of paper 


An important similarity between companies and 
municipal corporations was the fact that, in each 
case, an agent (the board of directors or town 
council) was accountable for the management of 





Ча many European countries such services have traditionally 
been supplied entirely by the State, whereas in Britain their 
provision has moved between private and government sector, 
often depending on contemporary ,political dogma. Public 
utilities were initially provided by companies but increasingly 
by local authorities which either started from scratch or took 
over a local company. Immediately following the Second World 
War, gas, electricity and railways were reorganised as nation- 
alised industries, leaving only a few water companies within the 
private sector. Recently we have seen gas, electricity and water 
transferred into private ownership, with consideration being 
given to possible privatisation of British Rail. 

2Моге precisely, the part of Parker's group equivalent to the 
services offered by municipal corporations. Parker also deals 
with railways and financial institutions. 
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resources supplied by a principal (the shareholder 
or ratepayer). Such accountability was required to 
help to monitor ‘business’ developments and to 
assess whether the entity was properly managed. 
To achieve these objectives there existed a fairly 
wide ranging mechanism which was the subject of 
major modification as time went by. This included 
the publication of a prospectus to announce a new 
issue of shares or debentures, and the publication 
of annual accounts to summarise financial develop- 
ments during the entity’s active life. The content of 
these documents was increasingly the subject of 
regulation and audit. In addition, central govern- 
ment imposed controls over municipal corpor- 
ations as a condition for authorising loans or 
making grants in aid of local expenditure, while 
attempts were made to limit the profits of certain 
companies through restrictions on the level of 
dividends and/or prices charged. To improve 
business efficiency, management took actions 
which included: the installation of systems of in- 
ternal audit to guard against error, fraud and 
waste; the use of estimates and budgets for plan- 
ning purposes; and cost accounting systems and 
comparative statistics to help ensure the best poss- 
ible use of available resources. 

Within this overall framework of accountability 
and financial control, the purposes of this paper 
are to compare and contrast the development of 
external reporting regulations and practices in 
non-regulated companies, public utility companies 
and municipal corporations, and to explore the 
mechanism for accounting change. The paper 
identifies, for each category of ‘business’ organis- 
ation, the procedures in use, between 1835 and 
1933, and when changes occurred. The paper also 
considers the possible transfer of new practices 
between the three types of entity. The comparison 
is of particular interest in view of the fact that 
municipal corporations undertook trading activi- 
ties,? in many cases directly comparable with corre- 
sponding private sector businesses, and in some 
cases in direct competition with those organis- 
ations. Also, municipal corporations were of a size 
comparable with some of the largest manufactur- 
ing companies. Not surprisingly, therefore, they 
were faced with similar accounting problems, 
and this paper will attempt to identify the sector 





?Trading services were also supplied by local boards of health 
in larger towns not possessing borough status. In due course 
(1894) these became the urban district councils. 

"In 1905 there were 10 municipal corporations with loans 
outstanding in respect of tramways, water, gas and electricity of 
over £4 m: Birmingham, Bradford, Bristol, Leeds, Liverpool, 
Manchester, Nottingham, Sheffield, Cardiff and Leicester (BPP 
1906, ci, pp. 607-11). Treating loans outstanding as the broad 
equivalent of the paid up capital (shares and loans) of registered 
companies, two municipal corporations in the provinces 
(Manchester, £20.1m and Liverpool, £17.6m) were larger than 
the Imperial Tobacco Co. Ltd, £17.5m—the largest manufac- 
turing company at this date. 
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responsible for developing solutions which, in due 
course, received more widespread support. 

The paper is structured as follows. Firstly, we 
examine the broad nature of accounting change. 
The purpose of this section is to provide an 
explanatory framework for the main body of the 
paper which identifies the main financial reporting 
issues of the time, and sets out our findings con- 
cerning their adoption by each of the three cat- 
egories of business entity. We then review our 
findings and present our conclusions. 


The process of accounting change 


The last twenty years have seen local authorities 
become more commercially oriented than they had 
been for some time and, as a reflection and re- 
inforcement of this process, we have seen moves 
towards the adoption of commercial accounting 
procedures. New Accounts and Audit Regulations 
(SI 1974 No. 1169) were introduced in 1974 which 
replaced numerous earlier measures, notably in- 
cluding the Accounts (Boroughs and Metropolitan 
Boroughs) Regulations 1930. The way in which 
this change was thought to redress the imbalance 
between commercial and local authority account- 
ing was summarised as follows: 


For some years, the commercial world could 
have been forgiven for looking somewhat 
askance at the treasurers of the major cities 
or municipal authorities who were able to 
rush into print soon after the close of their 
municipal financial year, and present their 
accounts of stewardship of the public purse 
without any restrictions on accounting pres- 
entation imposed on them [by statute]. This 
contrasts with the lengthy and detailed pro- 
visions of the 1948 and 1967 Companies Acts 
on accounting matters (Local Government 
Chronicle, 1974, p. 1, 214). 


The Local Government Planning and Land Act 
1980 introduced separate reporting for each direct 
labour organisation (subsequently renamed direct 
service organisations), while the Local Govern- 
ment Act 1982 empowered the Secretary of State 
to issue detailed accounting regulations for local 
authorities generally. Draft Accounts and Audit 
Regulations were issued in 1985, as part of the 
consultation process, but were withdrawn in ex- 
change for a commitment to take action from the 
Chartered Institute of Public Finance and Accoun- 
tancy and other interested parties (Innes, 1987, 
p. 13). This culminated in the issue of the voluntary 
Code of Practice on Local Authority Accounting 
(1987, revised 1991). This includes the broad appli- 
cation of the ‘true and fair’ concept to local 
authorities under the requirement for the accounts 
to present fairly the financial position and trans- 
actions of the authority. 
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A further important change (1987), also partly 
designed to counter the threat of further statutory 
prescription (Rogers, 1988, p. 14), was the appli- 
cation of SSAPs to the published accounts of local 
authorities? The implementation of capital ac- 
counting proposals—which is admittedly proving 
highly problematic—would eliminate the last re- 
maining major difference between the financial 
reporting practices of companies and local auth- 
orities by incorporating a depreciation charge in 
the latter's accounts. 

It may be argued that the above measures are 
based on the assumption that company accounting 
practices are in some sense superior, and it is 
therefore interesting to look back on an earlier 
period, when there was no statutory requirement 
for local authorities to adopt commercial account- 
ing procedures, in order to discover where inno- 
vations then first occurred. 

This paper devotes much attention to nineteenth 
century accounting developments and it is there- 
fore natural to look to agency theory for expla- 
nations of accounting change. Watts (1977) argues 
that voluntary disclosure and audit of financial 
information occurred in nineteenth century Britain 
before the re-introduction of regulations by the 
Companies Act 1900. On the basis of this and 
similar work (Leftwich, 1983; Watts and Zimmer- 
man, 1989) has been developed a major literature 
which sees market forces as the most efficient 
mechanism for achieving accounting change, with 
regulations merely creating a demand for account- 
ing theories (excuses) designed to justify the self- 
interest of a particular pressure group. Based on 
this work, one possible hypothesis, tested in this 
paper, is that market pressures brought about the 
development and improvement of non-regulated 
company based reporting practices, and that the 
new procedures were, in due course, adopted by 
corporations and public utilities as representing 
best practice. 


Agents of Change 


A preliminary question which it is therefore 
useful to address is as follows: 'In the absence of 
statutory requirements for municipal corporations 
to adopt commercial accounting procedures, 
during the nineteenth century, who were the agents 
of change?’ 

The rapid development of economic activity, 
within both government and private sector, gave 
rise to the need for financial record keeping, re- 
porting and control on an unprecedented scale. 





5fhe Statement of Recommended Practice entitled ‘The 
Application of Accounting Standards (SSAPs) to Local Auth- 
orities in England and Wales' is, however, selective—four 
SSAPs are deemed inapplicable and certain other SSAPs 
adopted only partially—producing the suggestion from some 
quarters that an important priority when choosing material for 
inclusion was to minimise the need for change. 
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The nineteenth century accountant was equal to 
the challenge and, eager for new work, probably 
saw no boundaries between private and public 
sector based organisations. The career of David 
Chadwick illustrates the willingness of a nineteenth 
century accountant to become heavily involved in 
business and politics. He was treasurer of the 
Corporation of Salford (1844-60) and then went 
into private practice where he was extremely active 
as both a company promoter and the auditor of 
companies and municipal corporations. Аз а lib- 
eral MP between 1868 and 1880, he campaigned 
for company law reform and, in particular, 
favoured the introduction of a requirement for 
companies to prepare accounts conforming to a 
standardised format (Parker, 1980b, pp. 208-9; 
Cottrell, 1984). 

Chadwick’s political career was certainly not 
typical for an accountant, but the few entries® for 
accountants in the Dictionary of Business Biogra- 
phies (Jeremy, 1984-6) do show that Edwin 
Guthrie (Bywater, 1984) and Sir John Sutherland 
Harmood-Banner (Davenport-Hines, 1985) were 
also actively involved in local politics during the 
nineteenth century and beyond. The Dictionary 
sheds rather more light on the extent to which 
industrialists moved into the public limelight to 
achieve greater influence and. social esteem. The 
first volume (A-C) contains upwards of 200 entries 
for subjects whose business careers occurred, in the 
main, during the period covered by this paper. The 
entries, which are good but not comprehensive, 
show 74 businessmen as having a significant in- 
volvement in local and/or central government, 
including 37 MPs, 28 mayors (seven of whom also 
became MPs) and 16 other council members. We 
suspect that some of these individuals, although 
principally concerned with more weighty matters, 
were well equipped to help the transfer of account- 
ing practices from one sector to the other. 

The professionalisation of accountancy, during 
the nineteenth century, miglit be expected to have 
helped bring about improvements in the general 
standard of accounting and auditing, and members 
of the newly formed bodies were in a good position 
to disseminate innovations among the organis- 
ations they served. Provincial societies were estab- 
lished in certain Scottish towns in the 1850s, and 
this process spread to England in the 1870s with a 
number of the newly formed local societies soon 
merging to form the first national body—the Insti- 
tute of Chartered Accountants in England and 
Wales (ICAEW)— in 1880. A little later (1885) the 
Corporate Treasurers and Accountants Institute 
(CTAI) was established (renamed the Institute of 
Municipal Treasurers and Accountants in 1901 





A, more extensive coverage of 'early' professional accoun- 
tants, though in some cases the entries are necessarily short, can 
be found in Parker (19802). 
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and the Chartered Institute of Public Finance and 
Accountancy in 1973).? 

A number of the leading professional bodies 
published their own accounting journals to act as 
a focal point for debate and, sometimes, as a 
vehicle for official pronouncements; the notable 
private sector journals were The Accountant (first 
published 1874, maintained unofficial links with 
the ICAEW from 1890) the Incorporated Accoun- 
tants Journal (1889, for the Society of Accountants 
and Arditors (Incorporated)) and The Accoun- 
tant’s Magazine (1897, from the outset, sponsored 
by the three Scottish societies). The official organ 
for loca: authority accountants, Financial Circular, 
was firs: issued in 1896. These publications were 
important media for the criticism of prevailing 
accounting practices, and for bringing together 
accountants from different backgrounds to discuss 
various ways of improving general standards. 

The dz2termination of private sector based pro- 
fessional accounting bodies to obtain a share of 
local government work for their members is first 
illustrated by the ICAEW’s attempt, in 1888, to get 
written into the Local Government Bill a provision 
confining appointments to the position of local 
government auditor to members of the ICAEW. 
This naturally provoked opposition from the other 
senior contemporary accounting body, the Incor- 
porated Society of Accountants and Auditors, and 
the complete failure of this initiative might be 
partly attributable to the public squabble which 
ensued (S:acey, 1954, pp. 25-6). We will see, below, 
that the >rofessional accountant’s determination 
to obtain a share of local authority work remained 
strong throughout the period covered by this 
paper. 


Issues and findings? 


To achieve the main objectives of this paper— 
which are to examine the development of the 
external reporting practices of companies and mu- 
nicipal corporations—a number of areas require 
consideration. These include: the method of record 
keeping; the range of published reports; the 
method of presentation, including such matters as 
the desirab:lity of requiring accounts to conform to 








"Though nct part o? the process of professionalisation, it is 
also worth noting the establishment of the District Auditor 
Society which held its inaugural meeting at the Sussex Hotel, 
Bouverie Street, London on 19 March 1846 (Davies, 1986, 
pp. 9-18). 

*The impact of tax regulations on the accounting practices of 
both companies and corporations, particularly in relation to the 
treatment of capital expenditure, is a topic of considerable 
interest but is not tackled in this paper which focuses on 
differences between the regulatory frameworks applying to 
these categories of business entity. For some information and 
contrasting views on taxation matters, see Edwards (1976), 
Watts and Zimmerman (1979) and Coombs and Edwards 
(1992). 
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a prescribed format; the amount of information 
disclosed, with the ability of users to assimilate 
data appearing to be the effective upper limit; the 
valuation methods adopted, since these will deter- 
mine the extent to which reports portray under- 
lying economic facts; the audit requirements 
designed to add credibility to information prepared 
by management for external consumption; and the 
steps taken to publicise results and circulate them 
to user groups. Individual aspects of these broad 
issues are now examined. 


Methods of Record Keeping 


. The transfer from charge and discharge account- 
ing to double entry bookkeeping, which has re- 
ceived attention from Jones (1986, pp. 53-90), was 
a necessary antecedent to the resolution of certain 
financial reporting issues examined below. Charge 
and discharge accounting is essentially, though not 
necessarily, a cash based system which was widely 
used from medieval times to enable the steward to 
explain to the Lord of the Manor how resources 
entrusted to him (charged) had been applied (dis- 
charged) (Noke, 1981). The system had its origin 
in the need to report to a higher authority, and 
Jones has demonstrated that it was eminently 
suitable for application to the government of lo- 
calities, particularly before 1835, ‘as a written 
manifestation of the “obligations to serve” im- 
posed by governments of the locality on inhabi- 
tants’ (1986, p. 86). 

Charge and discharge accounting works well 
enough where the number of transactions is rela- 
tively small, where goods are paid for immediately 
they are sold, and where physical records are kept 
to maintain control over stocks. The development 
of credit transactions gave rise to the need to keep 
financial records based on the movement of goods, 
rather than cash, and is widely regarded as having 
been an important driving force in the creation 
of double entry bookkeeping by Italian firms 
(Littleton, 1933, p. 8; Lee, 1986, p. 8), probably 
during the thirteenth century (Lee, 1977). As 
knowledge of double entry bookkeeping tech- 
‘niques became more widespread, the transfer from 
one system to another could be, increasingly, the 
result of an administrative decision which could be 
given immediate effect. In earlier times it was a 
gradual process, with hybrid systems probably 
quite common as businessmen introduced elements 
of double entry bookkeeping into a well estab- 
lished system of charge and discharge accounting 
in order to achieve some of the attributes of double 
entry bookkeeping discussed below (Yamey, 1982; 
Jones, 1985, pp. 39-74). 

The ‘Italian method’ had certainly reached 
Britain by the sixteenth century’ and, in the cen- 





"The first English text on double entry bookkeeping, by Hugh 
Oldcastle, was published in 1543. 
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turies that followed, businessmen had the opportu- 
nity of choosing between this system and the 
already well established charge and discharge ac- 
counting. Industry and commerce found double 
entry bookkeeping to be superior, although 
charge and discharge accounting and other forms 
of single entry bookkeeping survived in certain 
industrial and commercial organisations through- 
out the nineteenth and into the early twentieth 
century (Yamey, 1964; p. 154; English, 1982, 
pp. 32-3). | 

Within local authorities, however, we know that 
charge and discharge accounting remained the 
accounting method in widespread use by boroughs 
when their activities were investigated by the Royal 
Commission on Municipal Corporations, 1835, 
and the contemporary method of organising local 
authority finances, with administration of financial 
affairs effectively sub-contracted to the treasurer, 
ensured that this scheme of accountability re- 
mained entirely appropriate. Jones (1985a) has 
shown that it continued in use well after 1835, until 
gradually replaced by double entry bookkeeping 
which had found favour with almost all local 
authorities of any size by 1907 (BPP 1907, xxxvii, 
para. 12). : 

The reasons for the adoption of double entry 
bookkeeping have been identified by Yamey (1956, 
p. 7). The records are, as a result, more comprehen- 
sive and orderly; the duality of entries provides a 
convenient check on the accuracy or completeness 
of the ledger; while the underlying records contain 
the material needed to prepare the profit and loss 
account and balance sheet (charge and discharge 
accounting makes no distinction between capital 
and revenue). Jones sees the first two factors as of 
supreme importance, arguing that double entry is 
a better stewardship model (1986, p. 88) which 
ensures the recognition of liabilities and safeguards 
against the manipulation of cash flows (ibid, 
p. 184). The importance of the first factor, ident- 
ified by Yamey, was underlined in the Local Gov- 
ernment Board's circular to County Councils 
(1889) which recommended the use of double entry 
bookkeeping in view of 'the nature and variety of 
the transactions to which the accounts of the 
Council will relate’ (BPP 1889, xxxv, p. 441). 
However, since much of the debate concerning the 
adoption of income and expenditure accounting 
(which is facilitated Љу the use of double entry 
bookkeeping), by local authorities in general and 
municipal corporations in particular, was associ- 
ated with the affairs of trading organisations, we 
feel that the ranking of Yamey's three influences in 
terms of their importance to municipal corpor- 
ations would benefit from further investigation. 


Details obtained concerning the administration of individ- 
ual boroughs included financial information usually in the 
charge and discharge format (BPP 1835, xxiii-xxvi, Appendix). 
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Financial reports, in common with financial 
records, were initially cash based. The use of 
accruals accounting by companies made sense 
from an early stage, however, in view of the need 
to identify profits available for dividend and to 
provide investors with a basis for performance 
assessment. Towards the beginning of the period 
covered by this paper, the use of accruals account- 
ing was encouraged by the requirement to publish 
a balance sheet under the Joint Stock Companies 
Act 1844 (s. 43), while the model articles issued in 
1856 refer to the need to keep the books upon the 
‘principle of double entry’ and to publish ‘a state- 
ment of the income and expenditure for the past 
year' (clauses 69—70). Presentation of a profit and 
loss account to shareholders was the common but 
by no means invariable practice before it became 
a statutory requirement in 1929, but even where a 
profit and loss account was not produced, the 
balance for the year was usually reported in the 
balance sheet. 

The continued use of cash flows under the 
banner ‘receipts and payments’ or ‘receipts and 
expenditure’, as the basis for financial reporting by 
local authorities well after 1835, has been at- 
tributed, in part, to the district! auditor’s continued 
insistence on the use of cash accounting in those 
areas where he had jurisdiction (Swainson, 1895, 
p. 70; Greatrex, 1897, p. 41). The existence of a 
possible legal obligation to continue to report 
receipts and payments was neatly satisfied, as time 
went by, by a three column presentation which 
showed cash flows in the first column, accruals in 
the second and income and expenditure in the third 
(Jones, 1986, p. 127). 

Even within the boroughs, however, the contin- 
ued publication of receipts and payments cannot 
be entirely attributed to concern with legal techni- 
calities, or even to inertia or. mere ignorance. As 
late as 1903, the permanent secretary to the Local 
Government Board expressed a view that the 
possibility of adopting ‘income and expenditure’ in 
the trading accounts of London boroughs was 
being considered but the advantage of reporting 
actual cash payments is that it informs the 
ratepayers what they have actually paid during the 
year (Jones, 1986, p. 126). The Departmental Com- 
mittee (1907) listed the following ‘principal objec- 
tions of a general character’ to the income and 
expenditure basis: the undesirability of including 
estimates rather than hard facts; and the delay 
which it would cause in closing the accounts (BPP 
1907, xxxvii, para. 32). 

Much progress had been made, however, by this 
time. The President of the CTAI tells us that some 
municipal corporations produced income and ex- 
penditure accounts by 1889 (Proceedings of the 
Annual Meeting of the Corporate Treasurers’ and 


ACCOUNTING AND BUSINESS RESEARCH 


Accountants’ Institute, 1890, p. 5). The Depart- 
mental Committee (1907) reported that ‘most of 
the larger authorities follow more or less compre- 
hensive systems of income and expenditure’ (BPP, 
1907, xxxvii, para. 25). And it recommended use of 
the income and expenditure basis by all local 
authorities except the ‘Overseers of the Poor, and 
a few classes of small authorities [which] are of 
such a character’ that the cash basis remained 
appropriate (ibid, para. 79(c)). 

The first reference to the income and expenditure 
basis, ir. government regulations relating to local 
authorities, did not appear until the issue of a new 
form of taxation return by the Ministry of Health 
in 1921 The move towards accruals accounting 
was given further impetus by the Accounts 
(Boroughs and Metropolitan Boroughs) Regu- 
lations 1930, issued under the District Auditors 
Act 1872. This provision dealt explicitly only with 
borough activities subject to the district audit but, 
according to a contemporary authority, 'it is prob- 
able that many authorities to whom the regulations 
do not apply compulsorily, will follow the prin- 
ciples enunciated therein’ (Macmillan et al., 1934, 
p. 27). 

We can therefore see that both double entry 
bookkeeping and accruals accounting developed 
first within the private sector and were not widely 
adopted by local authorities until the late nine- 
teenth century. These changes therefore occurred 
during = period consistent with Jones’s conclusion 
that ‘trading undertakings in competition with the 
private sector must reject "receipts and payments" 
in order to be able to produce “profit and loss"' 
(1986, p. 156). 


Ti he Balance Sheet 


Some British companies and firms were prepar- 
ing balance sheets (usually called balance accounts 
or stock accounts) and, indeed, profit and loss 
accounts, in the seventeenth century (Littleton, 
1933, pp. 130-2; Yamey, 1959, pp. 537-41; Bal- 
adouni, 1986, p. 27) and, quite possibly, much 
earlier. The 1844 requirement for registered com- 
panies td present a balance sheet to shareholders 
attending the annual general meeting (AGM),'! 
together with all other accounting. requirements, 
was made optional in 1856 for reasons which 
possibly include: the poor quality of financial 
statements prepared under the Act; the absence of 
suitably qualified personnel to do the job; the 
difficulty of enforcing the regulations; the lack 
of need for such data since companies largely 


"This reference will be used for convenience, although it was 
not until 1900 that the Companies Act indicated that the 
general meeting should be held once a year. Earlier references to 
‘each ordiaary meeting’ and ‘once at least in every year’ are 
indicative of the fact that nineteenth century meetings were 
sometimes held half yearly. 
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remained family concerns; and the contemporary 
political philosophy of laissez faire. In response to 
market pressures, however, evidence suggests that 
articles of association filed during the second half 
of the nineteenth cntury usually obliged the direc- 
tors to present shareholders attending the AGM 
with a balance sheet and, less often, also what 
might broadly be described as a profit and loss 
appropriation account (Edwards and Webb, 1985, 
pp. 183-5). The obligation to present a balance 
sheet and a profit and loss account to shareholders 
attending the AGM became legal requirements in 
1900 and 1928 respectively. 

Within local authorities, the Municipal Corpor- 
ation Act (MCA) 1835 stated that ‘the treasurer 
shall make out in writing, and shall cause to be 
printed, a full abstract of his accounts for the year 
(s. 93). The statute was silent about the form which 
the abstract should take, but it was stated else- 
where that the account, to be prepared for council, 
should show all monies 'received...and dis- 
bursed' (s. 60). It was therefore natural that this 
broad format should be used for the purpose of the 
abstract, particularly as charge and discharge ac- 
counting had a long history within local authorities 
(Jones, 1985a). A leading contemporary critic of 
financial reporting practices among municipal 
corporations was George Swainson, Bolton's 
borough treasurer and the first president of the 
CTAI. He tells us that, as late as 1886, ‘one very 
large borough in England whose accounts occu- 
pied 200 pages, in no place you can find a clear 
statement of assets and liabilities’ (1886, p. 5). In 
a similar vein the borough accountant for Nelson 
pointed out that such statements do not show the 
‘true result of a year's workings . . . neither could a 
balance sheet be formulated therefrom' (Brear, 
1904, p. 98). The СТАТ, which was actively encour- 
aging the improvement of reporting practices, rec- 
ommended (1889) that a revenue account, capital 
account and balance sheet should be prepared for 
each fund account (Proceedings of the Annual 
Meeting of the Corporate Treasurers’ and Accoun- 
tants’ Institute, 1890, pp. 5-6). We will see that this 
gradually became common practice. 

The changing form of the abstract, as time went 
by, is considered further below. However, the 
broad direction of expertise transfer seems clear 
enough—from companies to municipal corpor- 
ations, with balance sheets probably adopted by 
the latter as they increasingly took on the respon- 
sibility for providing trading services, and in recog- 
nition of their potential for displaying a clearer 
. indication of the financial position of non-trading 
operations. 


Standardisation 


This topic, often referred to as ‘uniformity’ in 
the nineteenth century, aroused great interest. The 
Joint Stock Companies Bill 1856 made initial 
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provision for registered companies to publish a 
standardised balance sheet, but it emerged from 
the Parliamentary process as a model which com- 
panies could, but rarely did, choose to incorporate 
in their articles of association, and it was not 
until 1981 that their use became a statutory 
requirement. : 

Standardised formats were introduced for public 
utility companies starting with the railways in 
1868, followed by gas in 1871 and electricity in 
1882. It is likely that these actions caused standard- 
isation to become such an important issue within 
local authorities which operated trading organis- 
ations. Under the Electric Lighting Act 1882, 
electricity undertakings (whether operated by com- 
panies or local authorities) were required to pre- 
pare and publish accounts in a form prescribed by 
the Board of Trade (s.9). Detailed forms, first 
issued in 1893, consisted of a capital account, a 
revenue account, a net revenue account, a sinking 
fund account, a reserve fund account and a general 
balance sheet (Stevens, 1899, p. 51). One may 
surmise that these broad formats (and possibly 
those contained in the Gas Works Clauses Act 
1871, Schedule B, which strictly applied only to 
companies) formed the basis for financial reporting 
by trading undertakings in general. 

Once again the docal authority based pro- 
fessional accounting association, by this time 
called the Institute of Municipal Treasurers and 
Accountants (IMTA), took the initiative. In con- 
junction with the Municipal Tramways Associ- 
ation, it issued a suggested form of tramway 
accounts in 1905 (Proceedings of the Annual Meet- 
ing of the Institute of Municipal Treasurers and 
Accountants, 1905, p. 34), and the introduction of 
general statutory requirements was favoured by 
the Departmental Committee on the Accounts of 
Local Authorities (1907) which explained that, at 
present, 


direct comparisons [between authorities] may 
often be fallacious and misleading. But such 
uniformity as can be obtained is no doubt 
desirable in itself: the possibility of compari- 
sons, even if incomplete, tends to foster interest 
in the accounts, and to stimulate criticism and 
investigation which may lead to substantial 
improvements in administration. (BPP 1907, 
xxxvii, para. 76) 


Attached to the Report were recommended stan- 
dard forms of accounts for each trading activity 
and non-trading activity, and the Report acknowl- 
edged the IMTA as having produced the original 
draft (ibid, para. 129). Subsequent annual meetings 
of the IMTA refer to continuing, unsuccessful 
attempts to persuade the Board of Trade to comply 
with the Committee's recommendation. It appears 
that this did not matter a great deal, however, 
since we are told that the forms attached to the 
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Committee's Report, except for the electricity ac- 
counts which continued to be prepared in the form 
prescribed under the 1882 Act, ‘have been so 
generally used that they are by common consent 
received as standard forms' (Proceedings of the 
Annual Meeting of the Institute of Municipal Trea- 
surers and Accountants, 1913, p. 56). The IMTA 
did, however, issue standard forms for eleven of 
the main local authority non-trading accounts in 
1913, and the move towards standardisation was 
completed as a result of action taken by the IMTA 
in 1938 and 1955." 

It can therefore be seen that standardisation 
occurred, first, in public utilities, second in the 
municipal corporations, finally moving on to regis- 
tered companies. A possible explanation for local 
authority leadership in the move towards uniform- 
ity is that arguments used to resist the standardis- 
ation of non-regulated company accounts—such 
as the need to give directors a free hand and to 
conceal information from competitors—simply did 
not apply. Moreover, because there was public 
money involved, the case for close regulation was 
seen as that much stronger. 


Depreciation Accounting 


The appropriate accounting treatment of fixed 
assets has received more attention, over the years, 
than any other single financial reporting issue, save 
possibly secret reserves and inflation accounting. 
Although it seems an exaggeration compared with 
what are today seen as problem areas in account- 
ing, Pixley neatly summed up the perceived con- 
temporary significance of the problem as follows: 
‘if the construction of tlie profit and loss account 
could be carried out without reference to this 
difficult but interesting subject [depreciation], ac- 
countancy might certainly be described as one of 
the exact sciences’ (1908, p. 199). There are much 
earlier examples of depreciation being charged in 
the accounts, but the practice became more com- 
mon during the industrial revolution and received 
serious attention from managers of railway compa- 
nies who, having made enormous investments in 
the 1830s and 1840s, perceived a possible need to 
make provision for ultimate replacement. 

The appropriate accounting treatment of fixed 
assets was seen to be linked with the question of 
capital maintenance, and very different views were 
held by businessmen, lawyers and accountants, 
dictated by their background and current priori- 
ties. Problems with charging depreciation were 
seen to be its calculation and negative impact on 
levels of reported and divisible profit; while its 
inclusion seemed to be required to produce a fairer 





"For a discussion of these provisions, see Financial Infor- 
mation Service, Institute of Municipal Treasurers and Accoun- 
tants (1972); and for subsequent developments, see Jones and 
Pendlebury (1982). 
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measure of reported profit and to earmark for 
retention funds required to finance replacement. 
The wide range of opinions expressed in the high 
quality debate which ensued was reflected by mas- 
sive diversity and inconsistency in financial report- 
ing practice (Edwards, 1986a). For example, the 
entire omission of a depreciation charge on the 
grounds that assets were maintained in good work- 
ing order, the inclusion of round sum charges 
depending upon the level of profit and treatment as 
an appropriation of profit remained not uncom- 
mon practices even in the 1930s (Edwards, 1980, 
pp. 21-8). It was as the result of a series of 
*regulations' commencing with Recommendation on 
Accounting Principles 9, issued by the ICAEW in 
1945, and culminating in Statement of Standard 
Accounting Practice 12, issued by the Accounting 
Standards Committee in 1978, that the inclusion of 
a charge for assets possessing a finite useful life 
became widely accepted.” 

The issue of capital maintenance, within local 
authorities, revolved around the treatment of loan 
repayments (Jones, 1986, pp. 138-49). In laying 
down the requirement that such repayments should 
be charged in the revenue account, central govern- 
ment's basic objective was to encourage fiscal 
integrity: to ensure that councillors considered 
carefully the financial implications of their expen- 
diture plans, and that the generation which 
benefited from the provision of a particular service 
also paid for it. Only when municipal corporations 
became heavily involved with trading activities, in 
the latter decades of the nineteenth century, did the 
possible need for an annual depreciation charge 
become an important issue. At that stage, probably 
because the power to borrow money was tied to the 
obligation to use it for approved capital expendi- 
ture, the questions of loan repayment and depreci- 
ation became intermingled and confused. One 
persuasive line of argument put forward—in effect 
a rationalisation of existing practice—was as fol- 
lows: because the loan period was often intended 
to match the life of the fixed asset, the write off of 
loan repayments against revenue could reasonably 
be regarded as a surrogate for the annual depreci- 
ation charge. 

Numerous writers (see Coombs and Edwards, 
1992), perhaps mainly with their backgrounds in 
the private sector, were unconvinced that this was 
an adequate solution. The result was a debate 
about whether a depreciation fund should also be 
built up, producing a double charge, and even a 
reserve fund as well, giving rise to a treble charge 
(Forster, 1907, p. 127). The possible impact on the 





PIn recent years, however, we have seen an increasing 
tendency to revalue but not depreciate appreciating fixed assets. 
While this ploy has the attraction of improving gearing without 
spoiling earnings per share, the explanations for non-deprecia- 
tion given have teen criticised as amounting to a contravention 
of existing regulations (Hanson, 1989, p. 54). 
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rates of making these charges, and the possible 
subsidisation by one generation of services enjoyed 
by another has been considered by Jones who 
concludes that, in contrast to the receipts and 
payments versus income and expenditure debate, 
the government status quo won because of the 
impact on the rate: 'charging depreciation in 
addition to the loan repayments could not be 
afforded’ (1986, p. 157). This was clearly an im- 
portant factor, but a practical justification for the 
selected ‘solution’ was that, increasingly, the level 
of loan repayment required by statute was at least 
equal to the conventional depreciation charge.'* 
The 1907 Departmental Committee's conclusion— 
namely that debt repayment may properly be 
regarded as the provision for depreciation, unless 
the loan repayment period was excessive, in which 
case some further provision might be necessary— 
summed up fairly well the conclusions reached by 
that time (BPP 1907, xxxvii, para. 79(1)).^ 

In this area, therefore, we have a good example 
of different priorities giving rise to the continued 
use of different methods. Depreciation accounting 
was adopted by companies and discussed at length 
by local authorities but, in the main, rejected on 
the grounds that it was not relevant to their 
needs." 


The Double Account System 


This is a system of financial reporting which 
combines the attributes of charge and discharge 
accounting (stewardship orientation) with com- 
mercial accounting (profit calculation). A dis- 
tinguishing feature of the double account system is 
that it divides the conventional balance sheet into 
two parts, with capital raised and spent reported in 
one part (the capital account) and the remaining 
items in the other (the general balance sheet). It 
appears to have been developed by canal compa- 
nies and railway companies, and its first known 
full-scale application was at the London and Birm- 
ingham Railway Company in 1838 (Edwards 1985, 
p. 30). The system was soon widely adopted among 
railway companies, and its use became a statutory 
requirement for both these and certain public 





VBarly on, loan repayment periods were excessive—some- 
times none were specified or, where specified, were ignored (The 
Accountant, 29 November 1884, p. 4)—but, by the end of the 
nineteenth century, they attracted criticism on the grounds that 
they were less than the life of the asset (Stevens, 1899, p. 55). 

PJones (1985b) has dubbed the accounting method which 
broadly employs accruals accounting but includes no charge for 
depreciation—‘modified accruals accounting’. 

'6As with the other ‘Issues’ discussed broad generalisations 
are unavoidable. In reality, depreciation accounting practice 
remained the subject of strong criticism well into the present 
century (Leake, 1923, Introduction), regulated companies were 
even less convinced of the need for depreciation accounting 
with, consequently, massive variety in practice (Edwards, 
1986b), while some municipal corporations did charge depreci- 
ation (Coombs and Edwards, 1992). 
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utility companies when standardised procedures 
were introduced between 1868 and 1882. The 
method was adopted voluntarily by other compa- 
nies which incurred a similar pattern of expendi- 
ture (docks, mines, quarries and shipping 
companies), i.e. a heavy initial outlay required to 
establish a substantial infrastructure followed by 
the need to finance only operating activity and 
replacements as they fell due. Public utility compa- 
nies required by law to use the double account 
system disappeared as a result of nationalisation 
by the immediate post-war Labour Government. 
Water escaped this move towards state ownership 
(most of the water supply was anyway already in 
the hands of local authorities), and a small number 
of water companies continued to prepare financial 
statements conforming broadly to the double ac- 
count format until required to apply the provisions 
of Statement of Standard Accounting Practice 
12, ‘Accounting for Depreciation’, in the late 
1970s." 

The double account system was well suited to the 
circumstances of local authorities; it was a steward- 
ship oriented report, which required a rigid distinc- 
tion to be made between capital and revenue 
expenditure, and fixed assets to be stated at their 
original cost. Its widespread adoption by local 
authorities was quite possibly reinforced by the 
fact that public utility companies, offering the 
services also supplied by municipal corporations, 
usually employed that system. The skeleton form 
of accounts attached to the Departmental Com- 
mittee Report, 1907, used this format, as did the 
specimen forms of accounts issued by the IMTA in 
1905, 1913 and 1938. The basic principles were 
enshrined in statute law by the Accounts (Bor- 
oughs and Metropolitan Boroughs) Regulations 
1930.18 

The evidence therefore suggests that the double 
account system, devised by public utility compa- 
nies, proved eminently suitable for municipal cor- 
porations and its use was accordingly transferred 
to that sector. 


Public Information 


An important factor impinging on the usefulness 
of accounting reports concerns the steps taken to 
make the data available to interested parties. The 





"The accounts of the Lee Valley Water Company, for 
example, were prepared up to the mid-1970s firmly in accord- 
ance with double account principles. A separate capital account 
was maintained and the major fixed assets (Properties, Reser- 
voirs, Wells, Borings and Mains) were renewed and repaired out 
of a contingency fund. The accounts for 1979 follow a typical 
commercial presentation, and a note to the accounts refers to 
the full adoption of depreciation accounting with effect from 1 
April 1978. 

'8The 1955 standard forms marked a break with tradition by 
combining capital and revenue items within the balance sheet 
but, where relevant, incorporating a subsidiary statement giving 
a break-down of items into capital and revenue. 
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Joint Stock Companies Act 1844 contained exten- 
sive provisions in this direction. The directors were 
required to circulate an audited balance sheet to 
shareholders prior to the AGM, to present it to the 
AGM, and to file the document with the Registrar 
of Companies. There were also requirements for 
the directors' reports to be read out at that meet- 
ing, and for the shareholders to have the right to 
inspect, over a six week period spanning the date 
of the AGM, the company's books of accounts and 
balance sheets and take extracts therefrom.” 
Forty-four years after the abandonment of these 
provisions in 1856, the requirement to present an 
audited balance sheet to shareholders was revived. 
From 1907 the balance sheet again had to be filed 
with the registrar. The 1929 Act required this 
information to be circulated to members prior to 
the AGM and added the further requirement for a 
profit and loss account to be presented to share- 
holders attending the AGM. 

Public utility companies were, as usual, subject 
to special rules. Those incorporated as statutory 
companies were usually subject to the provisions of 
the Companies Clauses Consolidation Act 1845, 
which included requirements for the company's 
books and balance sheet to be open to inspection 
by shareholders around the date of the AGM 
(s. 117). Turning to particular categories of 
company, the Railway Clauses Consolidation Act 
1845 obliged companies to file an audited annual 
abstract of receipts and expenditure with the 
clerk of the peace where it was available for 
public inspection (s. 107), while the Regulation of 
Railways Act 1868 provided for half yearly ac- 
counts to be returned to the Board of Trade and 
supplied, on application, to shareholders and 
debenture holders (s. 4). 

The need for Parliament to be informed of the 
application of public monies, and concern about 
possible extravagance, resulted in occasional re- 
turns being required from overseers of the poor as 
early as the eighteenth century, while in 1836 
municipal corporations were placed under an obli- 
gation to make an annual return of receipts and 
expenditure. As noted above, the treasurer was 
obliged to make available for inspection by 
ratepayers 'a full abstract of his accounts', and for 
this abstract to be delivered to them ‘on payment 
of a reasonable price for each copy’ (MCA 1835, 
s. 93). Ratepayers also had the right to inspect both 
the books of accounts and the minutes of council 
meetings, although the amount of financial infor- 
mation these contained varied considerably from 
one authority to another.” The form which the 
abstract should take was not specified, and so the 





These provisions could be modified by the company's deed 
of settlement or, later, articles of association. 

These provisions, with relatively minor modification, were 
restated in the Local Government Act 1933. 
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natural course of action was to produce a state- 
ment of receipts and expenditure (usually inter- 
preted, at least early on, to mean receipts and 
payments), partly because this information was 
specified for returns to Parliament and partly 
because charge and discharge accounting remained 
common in the boroughs. 

It is possible that progress towards the publi- 
cation of a wider range of financial statements was 
impeded by uncertainty concerning the precise 
accounting significance of the terms used. This has 
been a persistent and general problem in the 
history of accounting, but was arguably a particu- 
larly vexed issue in relation to nineteenth century 


local authority accounting. The terms receipts and .- 


expenditure, receipts and payments, and receipts 
and disbursements all appeared in various statutes, 
and were haphazardly employed by municipal 
corporations in their accounts, even when accruals 
accounting began to be applied to inflows and/or 
outflows. The transition from cash to accruals 
accounting was quite possibly also impeded by 
doubt concerning whether it was legal to publish 
a financial statement which did not comply with 
the precise statutory wording. The selected sol- 
ution was to publish, at least in some cases, both 
versions. 

As noted earlier, it seems to have been the 1921 
Revised Local Tax Return which first makes men- 
tion of the term ‘income’ and, in finalising the 
terms of the Local Government Act 1933 s. 247, 
the words ‘receipts and expenditure’, contained in 
the Public Health Act 1875 and thought to justify 
the continued preparation of accounts on the cash 
basis, were deleted (Macmillan et al., 1934, p. 29). 


Consolidated Accounts 


The first known British example of a consoli- 
dated balance sheet was published by the Pearson 
and Knowles Coal and Iron Co. Ltd in 1910 
(Edwards, 1991). However, it was the publication 
by Nobel Industries (the forerunner of ICI plc) of 
a combined statement of assets and liabilities of 
companies within the group, together with Sir 
Gilbert Garnsey's lecture in the same year (1922), 
which brought about an upsurge of experimen- 
tation with different methods of group accounting 
in Great Britain. It was not until 1948, however, 
that the publication of a consolidated balance sheet 
became a statutory requirement. 

Municipal corporations prepared what might be 
loosely described as consolidated accounts from an 
early date. Legislation required the maintenance of 
separate fund accounts for different types of re- 
ceipts and expenditure and, when municipal cor- 
porations began to undertake trading activities in 
the second half of the nineteenth century, these 
activities were also separately recorded. The appli- 
cation of commercial accounting procedures to the 
trading activities was both natural and essential in 
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order to enable the prescribed form of accounts to 
be prepared, in respect of electricity companies, 
and to enable the identification of amounts avail- 
able in relief of the rates or requiring subsidisation. 
We have seen that similar accounting practices 
were adopted to report the results of non-trading 
activities. 

The above developments gave rise to the need 
for some form of financial statement to summarise 
the results achieved by the various ‘branches’, and 
the publication of an 'aggregate balance sheet', 
which received encouragement from the CTAI in 
1889, became the increasingly common practice 
among municipal corporations around the turn of 
the century. In due course, its inclusion in the 
published abstract was required by the Accounts 
(Boroughs and Metropolitan Boroughs) Regu- 
lations 1930. Preparation of the aggregate balance 
sheet did not oblige borough treasurers to face the 
difficult technical issues associated with the prep- 
aration of consolidated accounts, such as the calcu- 
lation of goodwill, minority interest and 
distributable profit. These issues simply did not 
arise. But many of the companies pioneering the 
use of ‘consolidated’ accounts, including Nobel 
Industries (Edwards and Webb, 1984, p. 39), chose 
initially not to tackle these problems and instead 
simply produced a combined statement of the 
group’s assets and liabilities, which is about as near 
as one can get to an aggregate balance sheet. In 
adopting this course of action, it seems likely that 
such companies were utilising the scheme devel- 
oped by municipal corporations. The ‘change 
agent’ at Nobel Industries may well have been 
its secretary, Sir Josiah Stamp. He was a stern 
critic of secretive accounting practices during 
the 1920s and, as a distinguished economist and 
former civil servant, he would have been familiar 
with the accounting practices employed by local 
authorities.”! 


Audit 


The accounts of registered companies were made 
the subject of annual audit in 1844 and again in 
1900 following repeal of the earlier provision in 
1856. The Companies Clauses Consolidation Act 
1845 anticipated the appointment of two auditors 
from among the body of shareholders. Particular 
categories of company were made subject to audit, 
including railways (1867) as a result of revelations 
concerning the failure of Watson Overend & Co. (a 
firm of railway contractors which placed a lot of 
railway paper on the market), and banks (1879) as 
a result of the publication of ‘imaginary balance 
sheets’ by the City of Glasgow Bank. In 1948 the 





However, Bywater (1986, pp. 262-3) suggests that Stamp’s 
familiarity with consolidated accounts dates from his study of 
the combined balance sheets of Kodak Ltd (1900/1) when 
helping to prepare a tax case against the company. 
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requirement was introduced for the auditor to be 
a professional, although most quoted companies 
already had professional auditors at the time the 
statutory audit was reintroduced in 1900. 

Since the 1830s, the accounts of local authorities 
have at various times been the subject of one or 
more of four different types of audit; a government 
audit, an elective audit, the Mayor’s audit, and a 
professional audit. A centrally controlled (govern- 
ment) audit (Edwin Chadwick’s creation, accord- 
ing to Helmore, 1961, p. 2 and p. 7) was introduced 
to monitor Poor Law expenditure in 1834 and this 
eventually evolved into the district audit. MCA 
1835 required the treasurer’s accounts to be au- 
dited by two auditors appointed by the ratepayers, 
called the elective auditors, and by the Mayor’s 
auditor. It was a condition that the elective auditor 
should not be a member of the borough council 
whereas the Mayor’s auditor had to hold that 
position. There was no requirement that the audi- 
tor should possess any financial expertise, and it 
might seem a little curious that the government 
audit, introduced the previous year, was not ex- 
tended to municipal corporations. 

There was a certain logic behind the concept of 
elective auditors, however, namely that they were 
appointed by and responsible to individuals—the 
ratepayers—who hadja direct interest in ensuring 
that the murticipal affairs were properly conducted. 
The elective auditors were ratepayers themselves 
and may therefore be seen as the equivalent of the 
amateur/shareholder audit which was soon to be- 
come common amongst registered companies 
(Parker, 1986, pp. 23—39). The mayor's right to 
appoint another council member to examine the 
treasurer's accounts seems to have been the con- 
tinuation of a power sometimes included in a 
borough's original charter, but the appointment 
was rarely more than a formality during the period 
covered by this paper (Collins, 1908, pp. 205-6). 

The question whether the elective audit should 
be replaced by the district audit and/or a pro- 
fessional audit was a controversial topic which 
aroused strong emotions, beginning in about the 
1870s. Accountants working in the private sector 
were keen to obtain a share of this work, whilst 
the Local Government Board, which gradually 
extended the district audit to many areas of 
local government, was keen to bring the entire 
activities of municipal corporations within its 
ambit.” The elective ‘audit survived for a variety 
of reasons which include the view that it worked 
fairly well, that there. were judicial avenues that 
could be explored in the event of grievance, that 
the government audit would be an unwarranted 
intrusion into the actions of democratically elected 
local officials, that the elected auditor was often a 





“Certain borough activities were made subject to the district 
audit, beginning with education in 1902. 
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professional, and that municipal corporations were 
always free to appoint professional auditors in 
addition to the elective auditor and increasingly 
adopted this course of action.? Eventually, in 
1933, the Municipal Corporations (Audit) Act 
permitted boroughs that were subject to the elec- 
tive audit, to adopt instead either the district audit 
or a ‘professional audit’ undertaken by members of 
professional accounting bodies listed in a schedule 
to the Act. In 1974, when municipal corporations 
were abolished, 202 boroughs had chosen the 
professional audit, 119 relied on the district audit, 
and just 21 retained the elective audit which per- 
ished with the Act. 

The evidence therefore suggests that the amateur 
audit, initially common amongst registered compa- 
nies, recommended for statutory companies and 
prescribed for municipal corporations, was super- 
seded by the professional audit, first amongst 
companies and later—to a large extent—in munici- 
pal corporations. Within local authorities, the gov- 
ernment audit at one time covered the vast bulk of 
their expenditure, but went into retreat (Coombs 
and Edwards, 1990) and was effectively abolished 
in 1982, with the establishment of the Audit Com- 
mission which may appoint either a district auditor 
(employed by the Commission) or a firm of pro- 
fessional accountants to do the job. 


Details and Diagrams 


A comparison of the published accounts of a 
large nineteenth century non-regulated company 
with those of a contemporary municipal corpor- 
ation would show great differences. The company's 
accounts usually consisted of a brief directors’ 
report, dealing with overall business developments, 
a balance sheet, and occasionally what might 
broadly be described as a profit and loss appropri- 
ation account. Balance sheets were presented in 
horizontal format, and a half-dozen entries on each 
side was fairly typical. The use of what came to be 
described as ‘omnibus headings'—an extended nar- 
rative describing a number of assets or liabilities 
covered by a single heading—was commonplace. 
The format did not change substantially until 1948, 
though the number of headings increased following 
the introduction of a statutory requirement, in 
1929, to show certain items separately. The use of 
diagrams to represent performance is a post-war 
development which seems to have received some 
impetus from experimentation with different 
methods of employee reporting during the 1970s. 

The accounts of nineteenth century municipal 
corporations, by way of contrast, contained an 
immense amount of detail. The decision to show 
receipts and payments in considerable minutiae 





?'The first successful application to approve the appointment 
of a professional accountant as auditor was contained in the 
Accrington Municipal Corporation Act 1890. 
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quite possibly reflected the stewardship orientation 
which is a fundamental feature of charge and 
discharge accounting. In the context of account- 
ability for public money, the desire to present to 
ratepayers the full facts is entirely understandable. 
Moreover, the possible use of published infor- 
mation by competitors produced a constraint on 
company disclosures which did not apply to local 
authorities. The legal obligation to provide cash 
flow data continued when authorities applied com- 
mercial accounting principles to trading and non- 
trading activities. Detail in both cash based and 
accruals based accounts remained a prominent 
feature and, with separate sets of accounts pre- 
pared for each fund, financial reports of upwards 
of 200 pages were common. 

The finding that local authorities made early use 
of a wide range of diagrams to portray facts and 
performance, at first surprising, is less so when one 
becomes aware of the vast quantity of financial 
information which ratepayers would otherwise 
have had to assimilate. The use of diagrams in the 
form of pie charts, bar charts and graphs was 
sufficiently well established at Sheffield, by 1912, to 
be the subject of a short book published by its city 
accountant (Allen, 1912). Diagrams are used to 
make historical comparisons covering periods of 
up to 60 years and, although Sheffield may have 
been the exception rather than the rule at this 
stage, their use became more common. Also, the 
practice of publishing historical summaries cover- 
ing a ten or twenty year period was by no means 
unusual even at the turn of the century. 

The difference in financial reporting practice 
between companies and corporations is therefore 
perfectly understandable. The information published 
by non-regulated companies was already highly 
summarised and could be easily assimilated.” As 
published corporate reports became more extensive 
in the post war period, and the range of potential 
users arguably a little less sophisticated, the advan- 
tages of using some form of visual aid became 
more apparent. The ratepayer might be expected to 
have been, on average, even less financially aware 
than a company shareholder. Given also that 
published financial information was enormously 
detailed, the early decision to publish graphs, bar 
charts etc. can be more easily understood. 

This is not to suggest that the abstracts were by 
any means always models of lucidity. Towards the 
end of the period covered by this paper, Lamb 
points out that there was little uniformity in the 
accounts of municipal corporations, except for 
those of the trading undertakings which were in 








"The message conveyed, however, could be some distance 
removed from the underlying economic reality due to the use of 
Secret reserves, obscure and misleading terminology, excessive 
summarisation, ‘omnibus’ headings, diverse accounting 
methods and a group structure to conceal performance through 
the operation of subsidiaries (Marriner, 1980). 
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many cases 'based upon the statutory returns' 
(1925, p. 358). However, he does go on to point out 
that the overall presentation was logical and neatly 
represented in the aggregate balance sheet. Criti- 
cisms of municipal corporation financial reporting 
practices, particularly in relation to their length, 
nevertheless continued up to the date of their 
abolition (Bucknall, 1973, pp. 1, 243). 


Review, analysis and conclusion 


The considerable detail provided early on in the 
financial statements published by municipal cor- 
porations, and experimentation with graphical 
presentation, is indicative of both the stewardship 
orientation of such reports and the desire to inform 
the financially illiterate. Other areas where munici- 
pal corporations seem to have been ‘ahead’ of the 
general run of companies—consolidated accounts 
and standardisation—were the consequence of size 
and the nature of their activities. By way of 
contrast, the importance of profit to commercial 
organisations may be seen as the reason why 
companies embraced, at an early stage, double 
entry bookkeeping, the profit and loss account and 
the balance sheet. Indeed, it was not until the late 
nineteenth century, with the development of 
trading activities, that accruals accounting became 
the ‘norm’ amongst municipal corporations. The 
double account system is also seen to have had its 
origin within the private sector, albeit among what 
have been described as public utility companies, 
while one of the most persistent and vexing ac- 
counting problems, namely the appropriate valua- 
tion of fixed assets, led to a heated debate about 
the possible inclusion of a depreciation charge in 
local authority accounts, and the eventual decision 
that it was not necessarily appropriate to their 
requirements. Similarly, in relation to auditing, 
different approaches were initially deemed desir- 
able, though the increased involvement of munici- 
pal corporations in trading activities led to a 
conviction that commercially trained accountants 
were probably better suited to audit their affairs. 

The above findings suggest that companies and 
municipal corporations displayed a common inter- 
est in a wide range of accounting issues, and that, 
on various occasions, one or the other was at a 
different point along a developmental path. 
Whether or not that path led towards an improve- 
ment of procedures is a matter of debate, however, 
since it is by no means clear that the accounting 
procedures used by companies were, at any point 
in time, in any respect superior to those employed 
by municipal corporations, or vice versa. 

Today we hear much about agency theory and 
market forces as the most efficient mechanism for 
bringing about accounting change, with companies 
providing the information required to reassure 
shareholders and creditors and keep down the cost 
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of capital. This led us to postulate that municipal 
corporations may have initially lagged behind and 
subsequently adopted, wholesale, practices devel- 
oped within the private sector. This has not turned 
out to be the case. The weakness in the theory 
partly follows from the fact ‘that the financial 
reporting objectives of companies and municipal 
corporations, and the environmental conditions 
within which they operated, differed a great deal 
during the time span of this paper. 

It might be argued that, within municipal cor- 
porations, we have a rather different manifestation 
of agency theory, with the local authority member 
keen to reassure the ratepayer that money has been 
properly spent and thereby to guarantee re-elec- 
tion. In such a case we have value for money, as 
epitomised by improved local amenities, instead of 
dividends and capital appreciation as indicators of 
achievement. Even where companies and munici- 
pal corporations offered similar trading services, it 
is possible to perceive quite different priorities: 
whereas company directors were (arguably) guided 
by the profit maximising motive, council policy 
could vary between offering services at the ‘market 
rate', whatever that was, or pricing them to break- 
even, receive a subsidy or generate a surplus in 
relief of the rates. It is therefore not surprising to 
discover that these fundamental differences had 
implications for the nature and purpose of pub- 
lished financial reports. 

The attempt to explain differences between ac- 
counting practices also requires recognition of the 
fact that change may be brought about not only by 
market forces but also by administrative pro- 
cedures. In this latter respect it is important to 
recognise the close involvement of central govern- 
ment in regulating the financial affairs of public 
utilities and municipal corporations during the 
nineteenth century and beyond, which contrasts 
markedly with the laissez-faire attitude adopted 
towards private non-regulated companies. Why 
was there this difference? 

Parker (1990, p. 69) explains the differential 
treatment of public utilities, and other regulated 
companies, as being 'for reasons of monopoly, 
privilege and safety, not just, or even primarily, for 
the protection of shareholders'. Turning to munici- 
pal corporations, their differential treatment may 
be seen to originate from the successful appli- 
cation, to local authorities, of Jeremy Bentham's 
case for bureaucratic'controls as a means of achiev- 
ing utilitarian ideals. Within Bentham's overall 
plan for geographically defined ‘general purpose 
local authorities answerable to a central authority, 
the purpose of accounting information was 
to make visible and controllable the financial 
affairs of the former class of organisation. Edwin 
Chadwick, with help from others (Hammond, 
1935, p. 40), devoted much of his working life to 
giving Bentham's ideas practical effect. 
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The scope for central government to impose 
controls on local operations increased as time went 
by. The desire of locally elected officials to supply 
essential services, against a background of growing 
urbanisation and 'the widespread development of 
“civic consciousness" after the 1860s’ (Falkus, 
1977, p. 134), required both statutory authority 
and large amounts of money. Central government 
granted the necessary powers and, accordingly, 
accepted responsibility for ensuring that expendi- 
ture of public money was properly reported. That 
is, the price paid by local government for increased 
powers was closer scrutiny and regulation of its 
activities. The result was that central regulation 
fulfilled for local authorities, to some extent, the 
role that the market played in improving the 
accountability of non-regulated companies. Àn 
implicit assumption underlying this state of affairs 
was that the influence exerted by shareholders, at 
the annual general meeting and through a possible 
downgrading of share prices, was greater than the 
power of the ratepayer. through the ballot box. 

In attempting to apply present day theories to 
earlier developments, we must also be mindful of 
the possible existence of quite different prevailing 
environmental conditions. For example, one obvi- 
ous question which needs to be answered is 
whether there in fact existed strong market press- 
ures for the improvement of company accounting 
information, in earlier times, given the smaller 
degree of separation between ownership and man- 
agement in many industries, and the relatively 
undeveloped state of the corporate capital market, 
at least until the beginning of the present century. 

Given the time span of this paper and the 
breadth of the subject matter, attention has necess- 
arily been confined to a survey of major accounting 
developments within companies and municipal 
corporations. However, enough has been done to 
demonstrate important differences and similarities 
between the accounting and audit practices of each 
category of entity over a 100 year period. The 
paper should help to open up an important area 
for our understanding of the nature of accounting 
development and accounting change, though much 
further research is needed to achieve a clear under- 
standing of the significance of observed develop- 
ments and the mechanism by which ideas and 
practices were transferred from one sector to the 
other. 

The paper has no more than touched on the 
transfer of accounting methods between different 
entities, but this also appears to be a fruitful area 
for research. One might speculate that, as munici- 
pal corporations acquired public utility companies 
in the late nineteenth century, they also ‘bought’ 
their accounting practices. In addition, as individ- 
uals moved easily between the government and 
private sectors in the role of businessman, coun- 
cillor, mayor, company director, accountant, 
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company promoter, or Member of Parliament, one 


might expect to find a similar transfer of ideas and . 


accounling techniques. It seems likely that each 
category of organisational entity learned consider- 
ably from the other, with remaining differences 
mainly attributable to diverse commercial priori- 
ties, organisational structures and environmental 
conditions. The use of regulations, both legal and 
professional, to encourage the adoption within one 
sector of procedures developed by the other has 
hastened the process of change. And in this context 
the leadership provided by the CTAI and IMTA 
may be contrasted with the policy of non-interven- 
tion pursued by the ICAEW until the 1940s when, 
in response to pressure from non-practising mem- 
bers and a certain amount of press criticism (Zeff, 
1972, pp. 7-8), it began to issue the series of 
Recommendations on Accounting Principles. 
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The Winner's Curse Model of Underpricing: 


A Critical Assessment 


Kevin Keasey and Helen Short* 


Abstract— The underpricing of Initial Public Offerings (IPOs) on equity markets is a well documented phenomenon 
that has received both theoretical and empirical inquiry. The model which has received most attention in recent years 
is Rock's (1986) Winner's Curse model. The paper critically evaluates this model and shows that it rests on a number 
of conflicting assumptions and a form of analysis which is in contradiction with its core hypothesis, and, furthermore, 
preduces propositions that are largely untestable. Thus, any existing empirical support for the model is open to 
doubt. The paper concludes that further exploration of the underpricing phenomenon is warranted. 


Introduction 


The underpricing of Initial Public Offerings (IPOs) 
is a well documented phenomenon (see Ibbotson, 
1975; Ritter, 1984; Smith, 1986a; and Welch, 
1989). Although a number of theories have been 
developed to explain why IPOs might be under- 
priced (see Tinic, 1989 for a review), it is Rock's 
(1986) Winner's Curse model which has attracted 
the most attention in recent years and has led to a 
number of papers which have extended the original 
model (Beatty and Ritter, 1986; Beatty, 1989; 
Levis, 1990; Carter and Manaster, 1990). The 
purpose of this paper is to give a perspective on this 
developing literature by providing a critical assess- 
ment of the Winner's Curse model. The methodo- 
logical stance underpinning the assessment is that, 
although a model may be ill-founded in its assump- 
tions or may not provide testable propositions and 
yet still be worthwhile, it is worthless to be ill- 
founded and sterile in propositions. Whilst the 
model has some initial appeal, it is based on 
conflicting assumptions and analysis which is con- 
tradictory with its core hypothesis. Furthermore, it 
produces largely untestable propositions. The 
paper concludes that further. work on the under- 
pricing of IPOs is warranted. 

The paper is structured as follows: the first 
section briefly reviews the Winner's Curse expla- 
nation of underpricing, the second section con- 
siders the underlying assumptions of the model, the 
third section discusses the intérnal consistency of 
the analysis, and the fourth’ section determines 
whether the model produces.empirically testable 
propositions. The final section presents the 
conclusions. 
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The Winner's Curse model 


Rock's Winner's Curse model of the underpricing 
of IPOs assumes an asymmetry of information be- 
tween groups of informed and uninformed investors. 
The group of informed investors is assumed to be 
able to access information regarding the true value 
of IPOs; they accordingly only subscribe to an IPO 
when the expected after-market price exceeds the 
offering price. In contrast, the uninformed investors 
subscribe to all IPOs indiscriminately. If an offer- 
ing is overpriced, the entire offering is assumed to 
go to the uninformed investors. However, in the 
event of underpricing through initial mispricing, 
both informed and uninformed investors subscribe 
to the offering, and the oversubscription must then 
be rationed in proportion to the excess demand. 
The result is that uninformed investors will end up 
purchasing a disproportionate percentage of over- 
priced offerings; this is referred to as the Winner's 
Curse. Upon realising that they are receiving a 
disproportionate number of overpriced offerings, 
uninformed investors will stay out of the new issue 
market. The issuers! are argued to be risk averse 
and unaware of the true value of the shares on 
offer. Hence, in order to ensure that the offering is 
fully subscribed, the IPO is underpriced in order to 
entice the uninformed investors into the market. 
Thus, Rock's model argues that the possibility of 
uninformed investors suffering a Winner's Curse 
explains why IPOs are generally underpriced. 


The modelling assumptions 


This section considers the grounded nature and the 
internal consistency of the assumptions which 





‘It needs to be noted that there is some confusion in Rock’s 
paper over what exactly is meant by the term ‘issuer’. Unless 
otherwise stated, it should be taken to include the issuing firm 
and its advising investment bank. 
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underpin the Winner's Curse model of underpric- 
ing. Rock's analysis starts from the premise that 
IPOs are inherently mispriced. From this mis- 
pricing, the uninformed investors obtain a dispro- 
portionate amount of overpriced IPOs because the 
demand of the informed investors for underpriced 
IPOs causes these latter offerings to be rationed. 
Needing the interest of uninformed investors in 
order to ensure that offerings, in general, are fully 
subscribed, the issuers underprice offerings to at- 
tract their custom. This raises the question whether 
the Winner's Curse is to be seen as specific to 
individual issuers or general to the new issue 
market. If it is to be considered as a market 
phenomenon, then the argument suffers from the 
classic free-rider problem: why should individual 
issuers solve a general market problem at a cost 
to themselves? As the uninformed will expect all 
IPOs to be underpriced in order to circumvent 
their Winner's Curse, it is in the individual 
issuer's interest to cheat and not to underprice 
the offering. 

From a market perspective, Rock's model does 
not explain how the equilibrium of underpricing by 
all issuers is maintained in the presence of potential 
free-rider problems. Given this, an individual 
issuer's perspective is considered. It has to be noted 
from the outset that the definition of ‘issuer’ 
cannot include the listing firms because each indi- 
vidual firm has no motivation to solve the Winner's 
Curse given it has only a single IPO. Therefore, the 
response to try to solve the Winner's Curse must 
come from the individual investment banks which 
each deal with multiples of offerings. The invest- 
ment banks have reputations to maintain—to 
obtain good prices for the shares of their listing 
firms and to provide returns for their investing 
clients. Therefore, for the argument to hold, the 
existence of a visible agent is required, in the form 
of an investment banker who has incentives to 
ensure that the underpricing equilibrium is main- 
tained, as modelled by Beatty and Ritter (1986)? 
However, if the issuing market is at all competitive, 
there will be pressures for investment bankers to be 
more accurate in their pricing, as firms who are 
seeking a listing will be unwilling to bear the costs 
of initial mispricing. Therefore, in the presence of 
competition, investment bankers will be unable to 
pass on the costs of their potential to misprice 
IPOs via the means of underpricing—however, 
the ability to do so is at the heart of the Winner's 
Curse model None-the-less, if there is genuine 
general uncertainty in the market place, then 
underpricing might be a stable feature of IPOs. 
General uncertainty, however, is not a feature of 
the Winner's Curse model. 








?Despite the fact that Rock's model is supposed to be 
explaining the underpricing of firm commitment offerings, 
investment banks are defined as invisible intermediaries. 
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A second key assumption of the Winner's Curse 
model is that there are two groups of investors— 
informed and uninformed investors. The listing 
firm and its advising agents, investment banks in 
Rock's model, are both assumed to be part of the 
uninformed set. The informed investor is portrayed 
as undertaking costly investigations and being able 
to spot and profit from mispriced securities. Rock 
argues that informed investors earn a positive 
return which may be seen as ‘remuneration for 
showing where: capital should best be allocated’ 
(p. 187). In contrast, the uninformed investors 
earn, after allowing for the impact of rationing, the 
riskless rate. Although we accept that a model does 
not stand or fall on the ‘realism’ of its assumptions, 
judgement as to the applicability of a model is 
improved when the operability of its assumptions 
is considered. In terms of Rock's model, it would 
be useful to know why all investors do not become 
informed: for both the informed and uninformed 
investors are assumed to have the same wealth and 
utility functions. Understanding why some in- 
vestors are supposedly informed, while others are 
not, would aid assessment of the general merit of 
the model. Similarly, it would be of interest to 
know why uninformed investors would consider 
investing in IPOs, given that they can only earn a 
return equal to the riskless rate. For example, if it 
were to be argued that the informed investors have 
a comparative advantage over and above the unin- 
formed investors in collecting information, then in 
assessing the applicability of the model there is a 
need to understand why informed investors would 
rather the information was used for their own 
purposes às compared to its sale to uninformed 
investors (defined as, being inclusive of the listing 
firms and their advising agents). 

In addition to the above, the Winner's Curse 
model is dependent on the assumption that the 
issuers (the listing firms and their advising agents) 
are part of the uninformed set. For Rock's model 
to hold, the informed investors must have more 
information than the issuers, for if this were not the 
case, issuers would not make pricing mistakes that 
could be recognised by investors as being profitable 
to themselves. Rock obviously realises the import- 
ance of the assumption by his efforts to support it. 
He offers two reasons for regarding issuers as being 
uninformed. First, he argues that issuers (listing 
firms and advising agents) give up their informa- 
tional advantage by revealing and certifying their 
proprietary knowledge to investors in the market, 
both directly, via the offering prospectus, and 
indirectly, by how aggressively the offer is priced in 
comparison to comparable offerings. However, 
whilst the firm reveals its proprietary knowledge to 
the market, this information is revealed to all 
participants, both informed and uninformed. 
Therefore no informational advantage need be 
gained by any group of investors. Moreover, the 
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firm will be unable to reveal all such knowledge to 
the market by such direct means as the prospectus. 
There is a large body of literature which considers 
how firms are able to signal private information to 
the market when making an initial offering, for 
example, via the percentage of equity retained by 
the entrepreneurs (Leland and Pyle, 1977). Sig- 
nalling theory assumes information asymmetry 
between the listing firm and outside investors, as a 
certain amount of inside information concerning 
potential future cash flows, investment opportuni- 
ties, managerial skills, etc., will be known only to 
those inside the firm. Indeed, Grinblatt and Hwang 
(1989), Allen and Faulhaber (1989) and Welch 
(1989) present models in which the level of under- 
pricing itself acts as a signal of firm value: firms 
with favourable inside information offer shares at 
less than their intrinsic value. It is therefore doubt- 
ful that the listing firm will be able to reveal all 
such information to the potential investors. The 
weakness of this supporting argument undermines 
Rock's model as an explanation of the underpric- 
ing of IPOs. 

Second, Rock argues that, whilst the firm and its 
advising agents have more information regarding 
the prospects of the firm than any single individual, 
they know less than all the individuals in the 
market combined. He states that: 


While the investment banker is the one agent 
best suited to price the offering, his information 
and expertise are inferior to the pooled talents 
and knowledge of all the agents. (p. 190) 


This argument simply confuses the individual and 
the market. Rock ignores how and why individuals 
pool and share their information in an atomistic 
market. There is no obvious mechanism or 
incentive to share information when contemplating 
buying shares in an IPO. The assumption that the 
a, . 

pooled knowledge of the market is greater than 
that of the firm and its advising agents would be 
acceptable once trading in the shares has 
commenced. Prior to the commencement of trading 
in the secondary market, Rock’s model does not 
explain how the knowledge held by single partici- 
pants can be transferred to the market as a whole, 
especially in the light of the explicit assumption 
that informed investors cannot sell their private 
information. Rock provides no analysis regarding 
his assumed pooling mechanism, other than to 
state, as an example of the market’s superiority 
over the firm and its investment banker, that: 


It is not unusual for the price set by the under- 
writer to be off by more.than 20% when com- 
pared to the price established at the end of the 
first trading month (p. 190). | 


However, given that Rock's model aims to estab- 
lish that IPOs must, on average, be underpriced, it 
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is not clear how this example illustrates that the 
market kas a considerable informational advan- 
tage over the firm and its advising agents. It merely 
illustrates the fact that IPOs are underpriced. Thus, 
although Rock clearly realises the importance for 
his model of assuming that the issuers are part of 
the uninformed set, he singularly fails to offer any 
supportirg arguments which bear any weight. 
Consequently, how far the Winner's Curse should 
be taken as an explanation of the underpricing of 
IPOs is cpen to doubt. 

Since the Winner's Curse model is based upon a 
rationing effect,’ the setting chosen by Rock for the 
model is firm commitment offerings in the US. 
With such an offering mechanism, if an IPO is 
oversubscribed, it is rationed by a quantity allo- 
cation mechanism. Excess supply or excess demand 
is not observed until after the trading date. How- 
ever, rationing per se does not imply that the 
Winner’s Curse model is in operation. For the 
model to gain credibility, it has to be accepted that 
rationing occurs due to the demands of informed 
investors. Rock offers no supporting arguments for 
the premise but simply assumes that, when over- 
subscription occurs, it results exclusively from 
large orders placed by investors (informed in- 
vestors) who have favourable information about 
the prospects of the offering. As argued later, this 
condition causes great problems when attempting 
to test Rcck's model empirically. 


Analytical framework 


This section considers how Rock's analysis fits 
with the general assumptions discussed above. To 
ensure that the informed investors cannot create 
rationing for themselves, and therefore create ra- 
tioning without a Winner's Curse, informed de- 
mand, 7, is assumed to be no greater than the mean 
value of the shares offered, vZ (where v is the value 
per share and Z is the offer quantity). To ensure 
tractability of the analysis, uninformed investors 
are assumed to have homogeneous expectations 
and all investors are assumed to have the same 
wealth and the same utility. Rock does not explain, 
however, how the assumption that all investors 
have the same wealth could possibly hold in the 
long run or even after the first few IPOs, given that 
informed investors earn positive returns on their 
investments, whilst uninformed investors earn the 
riskless rate. Such an assumption could only hold 
if it is assumed that informed and uninformed 
investors have different expenditure patterns, but 
the assumption that all investors have the same 
utility functions prohibits this. 








З therefore cannot explain the underpricing of new listings 
which are issued via a non-rationing mechanism, for example, 
placings on th» UK Official List and USM. 
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So far we have only questioned the dynamic 
. consistency of the Winner's Curse model. The 
above mentioned assumptions, plus a number 
of other detailed analytical assumptions, are 
used by Rock to analyse underpricing as an 
equilibrium condition. Given that the Winner's 
Curse argument is essentially an equilibrium 
model of underpricing, Rock is correct to state 
that: 


the first proposition to establish is that an 
equilibrium exists. The chief concern is whether 
there are any sets of beliefs that are consistent 
with the actual probabilities of receiving an 
allocation. (p. 196) 


Thus Rock has to establish conditions such that 
the uninformed investors' beliefs of obtaining an 
allocation of an IPO are consistent with the actual 
probabilities. The method that Rock uses to 
achieve consistency is the large numbers technique. 
As will be argued, however, the use of this tech- 
nique is in conflict with the basic Winner's Curse 
hypothesis. 

Considering the beliefs of the uninformed in- 
vestors, Rock argues (p. 196) that if there are 
"large numbers of uninformed investors (approach- 
ing infinity in the limit) then any obtainable 
demand (allowing for the small probability of 
success in a large numbers market) for an IPO 
from an individual investor will form a very small 
fraction of his or her total wealth. Individual 
investors may therefore be portrayed as being 
risk neutral with respect to the purchase of an 
IPO because the large numbers of investors effec- 
tively makes the prospective purchase of IPO 
shares a small gamble for the individual investor. 
The argument of uninformed investors having risk 
neutral utility functions in the presence of large 
markets would almost have been sufficient by itself 
for Rock to achieve the needed consistency be- 
tween beliefs and actual probabilities. This is due 
to the fact that with a risk neutral utility function 
the probabilities directly enter the demand for 
shares without adjustment—risk aversion or pref- 
erence on the part of the individual investor is not 
allowed to divert the demand for new issues from 
the probabilities of obtaining an allocation of 
shares. 

Rock attempts to strengthen his case, however, 
by further illustrating that in a large numbers 
market the probabilities entering the demand 
function for IPO shares are equivalent to the 
actual probabilities achieved. The argument 
progresses as follows: with a risk neutral utility 
function the uninformed investor will want to 
achieve a risk free rate of return from investing in 
IPOs. Assuming that this desire 1s achieved in 
practice (as Rock does), earning a risk free rate of 
return defines: 
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the smallest probability an uninformed investor 
will tolerate of obtaining rationed shares before 
withdrawing from the new issue market, given 
the offering price is p. (p. 196) 


Thus for any price charged for an IPO, the pres- 
ence of a risk néutral utility function (derived from 
assuming a large numbers market) allows a prob- 
ability of an investor almost withdrawing from a 
market to be defined. Rock terms this probability 
a zero demand probability. It is now a small step 
to achieve consistency between the zero demand 
probability and the actual probabilities of obtain- 
ing an allocation of shares. Given the assumption 
of a large numbers market, the actual probability 
of an individual investor achieving an allocation 
can be described as follows: 


Since, for large markets, each uninformed in- 
vestor is on the verge of demanding zero, the 
resulting probability of receiving an allocation 
should be close to the zero demand probability. 
(p. 196) 


As can be seen from the above, Rock has 
achieved the consistency between beliefs and actual 
probabilities necessary for the existence of an 
underpricing equilibrium by assuming that the 
uninformed investors form a large numbers mar- 
ket. In his formal proofs of the conditions pertain- 
ing to an underpricing equilibrium, the size of the 
uninformed investor set is allowed to approach 
infinity in the limit'and herein lies a difficulty with 
Rock’s analytical model of the Winner’s Curse: If 
the uninformed set of investors approaches infinity 
in the limit, then this implies, given that the 
individual unit of demand is bounded from below 
(if uninformed investors are to be part of the new 
issue market then they cannot demand zero), that 
overpriced shares as well as underpriced shares will 
be rationed. Furthermore, given the assumed limit 
placed upon the. size of the informed demand 
(informed demand is assumed to be less than or 
equal to the offered value of an issue) the impact 
of informed demand on the rationing process 
approaches zero as uninformed demand ap- 
proaches infinity. Thus as the number of unin- 
formed investors approaches infinity in the limit, 
the bias towards rationing underpriced issues ap- 
proaches zero in the limit. Thus, achieving the 
consistency necessary for an underpricing equi- 
librium leads Rock’s analysis to undermine the 
very argument at-its core: namely, the IPOs are 
underpriced because of the presence of the Win- 
ner’s Curse. B 

In support of thé-above, we offer Rock's own 
argument that significant expansion of uninformed 
demand undermines the Winner’s Curse: 


...continued growth.in, uninformed demand 
causes rationing in both states but the amount 
of rationing in the good state relative to the bad 
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state declines... The more nearly equal the 
chances are of receiving an allocation in the 
good and bad state, the larger is the demand of 
the uninformed, who only care about the bias in 
the rationing. The larger’ the uninformed 
demand, however, the smaller, the bias, which 
calls forth even greater uninformed demand, ad 
infinitum. (p. 198) 


Thus, by Rock’s own arguments, his analytical 
modelling of the Winner’s Curse is open to doubt. 


+ 


Empirical tests 2 


The final part of this critical assessment of the 
Winners Curse model of underpricing is con- 
cerned with its potential for empirical scrutiny. 
Rock states that: | 


The crucial test of the model involves observing 
the degree to which shares are rationed on the 
offer date. If the model is correct, weighting the 
returns by the probabilities of obtaining an 
allocation should leave the uninformed investor 
earning the riskless rate. (p. 205) 


Some authors have taken the above statement on 
board and have subjected the. model to empirical 
testing (Koh and Waiter, 1989 and Levis, 1990). 
However, Rock and these other authors are quite 
mistaken in their beliefs that the model is open to 
empirical scrutiny via observing published data. 
The only real test of the model would involve 
observing the degree to which an offer was 
intentionally underpriced , because uninformed 
shareholders would have had their offer 
applications rationed due to the influence of in- 
formed investors. This ‘internal process’ is obvi- 
ously not open to empirical testing via published 
data. Furthermore, it is unclear how uninformed 
investors could be differentiated from informed 
investors; for, as Rock himself notes, the mere 
existence of rationing is not sufficient to explain 
underpricing. Koh and Walters (1989) use the size 
of the application as a proxy for the distinction 
between informed and uninformed investors, 
whereas Smith (1986b) uses institutional investors 
as a group as a proxy for informed investors. Both 
of these attempts can hardly claim to capture the 
essence of the distinction between informed and 
uninformed investors. The important additional 
consideration is that rationing in the Winner’s 
Curse model occurs because informed investors are 
bidding for good shares but do not consider bad 
shares. Merely to observe rationing and investors 
earning the riskless rate , does nothing to add 
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suppor: to the Winner's Curse model of under- 
pricing. 


Conclusions 


This paper has argued that Rock's Winner's Curse 
model of the underpricing of IPOs is open to doubt 
from a number of angles. The model rests on a 
numbe- of conflicting assumptions and question- 
able analysis and, furthermore, produces prop- 
ositions which are largely untestable. The 
arguments of the paper also question, therefore, 
the validity of the existing empirical tests of the 
Winner’s Curse model. Given the documented 
evidence of the prevalence of underpricing, per- 
haps it is time to consider whether other expla- 
nations might be worthy of attention. For 
example, it could be the case that the underpricing 
of offerings is a simple reflection of the fact that the 
issuers are uncertain of the demand for IPOs and 
they underprice to ensure sufficient demand. 
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Explaining Variability in External Audit 
Fees i 


Willie E. Gist* » 


Abstract— This study examines the effect of several factors on the level of external audit fees using a multiple 
regression model. Audit fee data were provided by 95 US publicly held companies for the years 1983 to 1985. 
Variables measuring client industry membership and auditor involvement in the security registration process were 
proxies for client regulatory aspects. These variables were significant and provide support for the hypothesis that 
scale economies and/or specialisation effects accrue to audit firms in dealing with the regulatory complexities faced 
by clients. Variables measuring auditee size and complexity, auditee/auditor loss sharing risk, and audit firm size 
were also significant in explaining variability in external audit fees. à 
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Introduction 


A model of fee determinants can be of value to 
both auditor and client. Clients may require the 
assurance that there is a fair basis of billing and 
that value is being received for their fees. The 
model can also provide an objective benchmark for 
fee-setting by highlighting the determinants of 
audit fees. However, as pointed out by Low et al. 
(1990), the model may not be totally devoid of 
subjectivity and there is no assurance of the com- 
prehensiveness of the model because of determi- 
nants that are non-observable or non-measurable. 
Nevertheless, a better understanding of fee deter- 
mination can lead to efforts on the client's part to 
minimise audit costs. Managers can use an audit 
pricing regression equation to evaluate the reason- 
ableness of their company's audit fee. Further, 
some of the determinants or variables need to be 
monitored and controlled by the manager for far 
more important reasons than minimising audit 
costs. 

Several studies (including Simunic, 1980; Palm- 
rose, 1986; Francis and Simon, 1987; Francis, 
1984; and Francis and Stokes, 1986) have exam- 
ined factors that affect the level of external audit 
fees. These studies have primarily focused on an 
auditor firm size variable, after controlling for 
cross-sectional differences among auditee charac- 
teristics. Not controlling for these variables would 
result in model misspecification and/or misleading 
results. Inferences were made concerning product 
differentiation and economies of scale based on the 
sign of the coefficient of the firm size variable and 
its significance. 
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In attempting to model the determinants of 
audit fees, Simunic (1980) found little evidence to 
support the notion that larger, better known CPA 
firms were able to charge higher prices for their 
audit services. Palmrose (1986) found no difference 
in audit pricing among the Big 8 and non-Big 8 in 
a large auditee (assets > $150 million) subsample 
of the audit market. Palmrose did find a price 
premium charged by the Big 8 over the non-Big 8 
in a small auditee (assets < $150 million) sub- 
sample. Likewise, Francis and Simon (1987) pro- 
vided evidence that the Big 8 charge a premium in 
a small auditee (sales « $125 million) segment of 
the audit market. The higher price for small audi- 
tees was interpreted as being consistent with Big 8 
product differentiation. The studies by Simunic 
(1980), Palmrose (1986), and Francis and Simon 
(1987) were on the US audit market. Studies by 
Francis (1984) and Francis and Stokes (1986) 
provide evidence. consistent with Big 8 product 
differentiation in the Australian audit market. 

Studies (including Taylor and Baker, 1981; 
Taffler and Ramalinggam, 1982; Firth, 1985; and 
Low et al., 1990) in other markets also provide 
evidence consistent with American and Australian 
studies. These studies used regression analysis on 
identified variables of publicly listed companies in 
the United Kingdom (Taylor and Baker; and 
Taffler and Ramalinggam), New Zealand (Firth) 
and Singapore (Low et al.). These studies provided 
evidence on the association of fees with client size 
and complexity. 

As audit fees are required disclosures in financial 
statements in Britain, Australia, New Zealand and 
Singapore, studies on those markets are important. 
Studies on the US market use audit fee data 
collected by questionnaire and are subject to errors 
(e.g. non-response bias). * .. 

The regulatory environment of the client should 
not be overlooked when considering the effect of 
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firm size on audit fee. Arnett and Danos (1979) 
argued that substantial economies of scale exist for 
the CPA firm in dealing with the regulatory com- 
plexity faced by the client. They indicated that 


increased regulation and disclósure requirements . 


from the Securities and Exchange Commission 
(SEC) and the Financial Accounting Standards 
Board (FASB) tend. to work in favour of larger 
CPA firms, fostering concentration. In direct sup- 
port of this argüment, Eichenseher and Danos 
(1981) developed a model that indicated that audi- 
tor concentration is positively and significantly 
related to the degree of client-industry regulation 
and the amount of capital market activity. Further, 
Danos and Eichenseher (1982) used a survivorship 
approach, based on changes in CPA-firm market 
share position over time, to detect scale effects in 
the production of audit services. 

This paper replicates prior audit fee research 
using a more recent sample in the US audit market. 
The study also focuses on regulatory aspects of the 
client that may explain variation in external audit 
fees. 


Method 
Sample | а 
А stratified sample of 500 US'publicly held compa- 
nies was contacted during 1987 through a ques- 
- tionnaire mailed to the controller or chief financial 
officer. Standard and Poor's Register of Corpor- 
ations, Directors and Executives (1985) and Who 
Audits America (Harris, 1985) were used as the 
data sources. The sample was stratified by asset 
size (companies with assets of less than or equal to 
$150 million and those with assets greater than 
$150 million) and by auditor group (Big 8 firms 
versus non-Big 8 firms). The^companies were se- 
lected from five regulated industries and five non- 
regulated industries. This approach was taken to 
obtain audits by large and small firms with large 
and small clients in both industries. The one page 
questionnaire consisted of items on external audit 
fees, security registration, internal audit activity,’ 
and the number of physical operating locations 
visited by the external auditor, which were not 
available from public data’ sources such as the 
annual report and editions of Who Audits America. 
Three years (1983—1985) of data were requested 
oh each auditee. Responses came from 107 compa- 
nies, giving a 21 percent response rate. Sixty-seven 


of the 107 companies responding had a Big 8. 


auditor. Observations for 12 companies in the 





‘Annual internal audit department payroll to total assets 
(which was used as a proxy for internal audit activity) did not 
appear to be a good proxy for the amount of work performed 
by the internal auditors, therefore this variable was dropped 
from the analysis. However, the results were substantially 
unchanged after dropping the internal audit activity variable. 
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sample were not usable due to (i) the audit fee not 
being szparable from other fees paid to the external 


auditor, and/or (ii) incomplete data items. 


Variables 
: Control variables measuring total year-end 


assets. (Assets), the number of consolidated sub- 


Sidiaries (Subs) audit locations visited by the 
external auditor (AudL), and foreign assets to total 
assets (FA) are intended to control for the size and 
complexity of auditee operations. Simunic (1980) 
defined these factors as ‘loss exposure’ variables or 
the amount of assets the auditee has at risk. Since 
Subs end AudL were highly correlated (at 0.711), 
AudL was used for the model. 

Control variables measuring the type of audit 
opinion (OP), net income or loss to total assets 
(ВОТ), and total long-term debt to total assets 
(DA) are intended to control for the loss sharing 
ratio between the auditor and the auditee since 
each can be held jointly and severally liable for. - 
misleading financial statements. These variables 
are constructs of factors that measure the amount 
of financial distress of the auditee. It is expected 
that the lower the return on investment, the higher 
the audit fee; and, the higher the amount of 
long-term debt in the capital structure, the higher 
the audit fee. In these situations, the greater finan- 
cial distress of the auditee results in greater risk 
being assumed by the auditor. Also, qualified 
‘subject to’ opinions (OP coded '1') are expected to 
result in higher audit fees than unqualified and 
consistency exception opinions (OP coded '0'). 
The uncertainty associated with the 'subject to' 
qualified opinion results in greater risk and/or 
additional audit procedures for the auditor. ' 

Control variables measuring the amount of 
industry regulatory complexity (I) and the amount 
of client-capital market activity (CM). were also 
included in the model. These variables are used to 
proxy for regulatory aspects of the auditee that. 
may affect the audit fee due to a specialisation 
effect. In testing the economies of scale hypothesis, 
Eichenseher and Danos (1981) provided evidence 
that auditor concentration was positively and sig- 
nificantly related to the degree of client-industry 
regulation and tlie amount of client-capital market 
activity. Further, Danos and Eichenseher (1982) 
used a survivorship approach to detect scale effects 
in the production of audit services. Assuming that ` 
these scale effects do exist and are passed on to 
the auditee, it is hypothesised that the audit fee is 
lower in those segments of the market in which 
economies of scale accrue to the Big 8 audit firms. 

Variables proxying for regulatory aspects are 
tested based on the premise that economies of scale 
exist for the CPA firm in dealing with the regulat- 
ory complexity faced by the client. The assumption 
is made that once the auditor acquires the special- 
ised knowledge necessary to service clients with 
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increased regulation and disclosure requirements, 
he can service additional clients at a lower mar- 
ginal cost than it took to service the first few of 
. such clients. The expectation was that due to 
specialised knowledge acquired when the auditor is 
involved in regulated industries and with security 
registration statements, certain economies: would 
accrue and would be passed on to the auditee 
resulting in a lower audit fee. 

The variable measuring the effect of the amount 
of capital market activity (CM, for the number of 
security registration forms filed with the SEC) on 
external audit fees is expected to be negative, 
indicating that, as the number of security regis- 
trations that the auditor is involved with increases, 
the audit fee decreases. In essence, what is being 
measured is the spillover effect of the knowledge 
acquired in the security registration process. The 
annual audit fee requested in this study does not 
include the fee associated with the auditor's in- 
volvement with the registration statements. Thus, 
the implicit assumption is that the work on the 
statements overlaps with the audit work such that 
the latter can be reduced. 

No direction is hypothesised for the indus- 
try regulatory complexity variable (I, with 


Table 1 
Descriptive Statistics by Auditor Size 


160 Observations 
on Auditees 
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1=member of a regulated industry, and 0 = 
member of.a non-regulated industry). Palmrose 
(1986) and Simunic (1980) have shown a negative 
relationship between regulated industry indicators 
and audit fees, indicating lower fees in regulated 
industries. Based.on the work of Eichenseher and 
Danos (1981), this result соша Бе due to the effect 
of specialised- knowledge and related scale econom- 
ies. On the other hand, a positive relationship 
between regulation (I) and fees should not be a 
surprise. To the extent that regulation demands 
greater auditor expertise, one would' expect that 
auditors would price in order to recover their 
investment incurred in generating that expertise. 
Another way of looking at it is that, given greater 
barriers to entry (such as the need for specialised 
expertise), there will be fewer audit firms willing to 
perform a given audit. With опу a few firms 
servicing this demand (or as this demand in- 
creases), the effect should be an increase in audit 
fees. Thus, it is very difficult to predict the direction 
of the regulatory complexity variable. 
The firm size variable (Firm) is coded ‘1’ for Big 
8 auditor and '0' for non-Big 8 auditor. This 
variable is used as in prior studies to measure the 
effect of auditor sizé on audit fees. 


€ 


f 
103 Observations 
on Auditees 


Fee: Mean 
S.D. 


Assets: Mean 


Using 


a Big 8 Auditor 


$304.0t 

(422.01) 
$2,849.3m 
(4,897. dm) 


V Using 


a Non-Big 8 Auditor 


$56.4t 
(59.00) 
$109. 0m 


| '(222.2т) 


AudL: 
FA: 


DA: 
CM: 


96 of observations in 
regulated industries 

% of observations with 
‘subject to’ opinion 

t = thousand 

m = millions 


Su 
~ (11) 
^ 01% 
(0.7) 
123% 
(19.7) 
16.9% 
(19:5) 
50.29 
(0.65) 


LATA 


ES 


8.7% 


S 


ABR 23/89—F 


*A good proportion (61/263) of the sample is represented by Ой and Gas 
companies. During the period of this study (1983-85) many oil and Gas 
companies reported losses due to the slump in the industry. This partly explains 
why the averages are low. 
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Table 2 
Regression Model (263 ers) 


Dependent Variable: LFee 


Independent 
Variables 


Expectéd 
Sign ^ Coefficient 
2.7529 
0.0006 
0.3212 
0.0244 

—0.9472 
0.3771 

—0.0056 
0.1043 
0.1455 
1.0121 


Intercept 


ü 


(9 


Overall F-test 
P-Value 
RSquare 


Coding: i 
LFee = natural Pm of audit fee. 
RAssets = square-root of total assets. 


Standard 
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Variance 
Inflation 
P-Value Factor 


0.000 0 

0.000 2.33 
0.000 2.01 
0.076 1.43 
0.000 1.07 
0.006 LH 
0.004 1.52 
0.246 1.04 
0.002 1.52 
0.000 1.56 


F-Statistic 


123.43 
742.71 
107.45 
2.08 
15.57 
6.51 
7.46 
0.48 
9.25 
42.76 


Error 


0.2477 
0.0001 
0.0552 
0.0099 
0.4708 
0.2109 
0.0022 
0.1627 
0.0968 
0.1307 


86.86 


0.000 
0.84 


LAudL = natural log of number of audit locations. 


FA = total foreign assets/total assets. 


RROI = square-root of net income (loss)/total assets. 


DA = total long-term debt-total assets. 


CM = number of security registration forms (i.e. S-1s, 5-25, and 5-35) filed annually with 


the SEC. 


OP = opinion with 1 for ‘subject to’ opinion or 0 otherwise. 
I- industry with 1 for regulated industry or 0 for non-regulated industry. 
Firm = 1 for Big 8 auditor or 0 for non-Big 8 auditor. 


Descriptive Statistics 


A usable US sample of 95 auditees (263 obser- 
vations) was obtained based on the sample selec- 
tion criteria. The criteria for the selection of 
companies (auditees) was as follows: 


1. The auditee must be a publicly held com- 
pany listed on either the New York Stock 
г Exchange (NYSE), the American Stock 
Exchange (AMEX), :ог Over-the-counter 
(OTC). | 
. The auditee must not be a foreign based 
company or a subsidiary of another 
company. 
3. The auditee must not be a conglomerate. 


The sample consists of only publicly held compa- 
nies. Criterion 2 is included to make sure the fee is 
not counted more than once, and Criterion 3 is 
included to avoid confounding effects of auditees 
operating across regulated and non-regulated 
industries precluding identification of the major 
industry in which the auditee operates. 

Some companies did not respond for each year. 
There were 124 observations on auditees with 





assets larger than $150 million and 139 obser- 
vations on auditees with assets less than or equal 
to $150 million. The mean and standard deviation 
(in parenthesis) are provided for the continuous 
variables included in the regression model. Categ- 
orical variables are described in terms of percent- 
ages. 

Table 1 provides descriptive statistics on the 
basis of auditor size. There were 160 observations 
on auditees using a Big 8? auditor and 103 obser- 
vations on auditees using a non-Big 8 auditor. In 
general, Biz 8 auditors tend to audit larger and 
more comp ex companies and this is reflected in the 
audit fee. The average audit fee, assets, audit 
locations ага foreign assets percentage for auditees 
audited by Big 8 auditors are $304,000, $2,849.3 
million, 5.4 and 1.7%, respectively. The average 
audit fee, assets, audit locations, and foreign assets 
percentage for auditees audited by non-Big 8 





?The Big 8 auditors were: Arthur Andersen, Arthur Young, 
Coopers & Lybrand, Deloitte Haskins & Sells, Ernst & 
Whinney, Peat Marwick Mitchell, Price Waterhouse, and 
Touche Ross. Since collection of the data, Deloitte Haskins 
& Sells and Touche Ross merged in the US; and Arthur 
Young and Ernst & Whinney merged. 
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auditors are $56,400, $109 million, 1.7 and 0.1%, 
respectively. 


Tests of Violation of Assumptions 


To avoid problems associated with violation of 
the constant variance assumption (ie. homo- 
scedasticity), the natural log transformation of 
Fee (LFee) and AudL (LAudL), and the square- 
root transformation of Assets (RAssets) are 
used. ROI was transformed because of skew- 
ness. Tests such as the Kolmogorov D-statistic 
for normally distributed residuals and Goldfeld- 
Quandt (Goldfeld and Quandt, 1965) for constant 
variance did not indicate any violations of the 
assumptions of the regression model. However, the 
Goldfeld-Quandt test did indicate that the error 
terms of the regression model were heteroscedastic 
prior to transforming the variables and, therefore, 
transformation was necessary. 

An examination of the correlation matrix and 
variance inflation factors did not indicate that 
multicollinearity was a problem. The variance 
inflation factors (VIF) are useful in determining 
what variables may be involved in the multi- 
collinearities (Neter et al., 1983). The VIF аге 
defined as 1/(1-RSquare), where the RSquare for 
this calculation is from a regression for which one 
of the independent variables is the dependent 
variable and the remaining independent variables 
are the independent variables. Neter et al. (1983) 
suggest that a VIF greater than 10 is often taken 
as a sign that multicollinearity may be a problem. 
Since the variance inflation factors in Table 2 are 
less than or equal to 2.33, the evaluation is that 
multicollinearity is not a serious problem in this 
study. 


Model 


Multiple regression analysis was used to test and 
examine the factors measuring auditee size and 
complexity, auditee/auditor loss sharing risk, audi- 
tee regulation, and audit firm size. Table 2 shows 
the results of the regression analysis. 


Results 


This study examines nine variables that explain 
84% of the variation in external audit fees. These 
variables were classified as size and complexity 
factors, risk factors, regulation factors, and the 
auditor size factor. All of the variables, except 
for one, are significant; and all of the variables 
are in the hypothesised direction. No direction 
was hypothesised for the industry regulatory 
complexity variable (I). 


Auditee Size and Complexity 


Total assets, the number of audit locations vis- 
ited by the external auditor (AudL), and the 
percentage of foreign assets to total assets (FA) 
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were the variables used to measure the size and 
complexity of the auditee's operations. Variables 
measuring totál assets and audit locations were 
significant at the 0.00 level (P-Value = 0.00) and 
positively related to audit fees as expected. The 
foreign assets was also positively and significantly 
(P-Value = 0.08) related to external audit fees as 
expected. The-larger and more complex the audi- 
tee, the higher the audit fee. As a matter of fact, 
total assets alone explained 61% of the variation in 
audit fees; whereas the three variables together 
explained 75%. ~ 


Auditee | Auditor Loss'Sharing Risk 


Return on investment (ROD and long-term debt 
to total assets (DA) were significant (P-Value — 
0.00) in explaining audit fees. As hypothesised, the 
results indicated that the lower the ROI the higher 
the audit fee; and the higher the long-term debt in 
the capital structure the higher the audit fee. 

The results also indicated that ‘subject to’ qual- 
ifications are associated with higher audit fees, but 
the relationship is not significant (P-Value — 0.25) 
in this study. This may be explained by the small 
number of observations (21) on auditees with 
‘subject to’ opinions in the total sample of 263 
observations. It should be noted that whether the 
'subject to' qualification increases audit risk is 
ambivalent as the existence of the qualification to 
some extent safeguards the auditor if the company 
gets into financial trouble. 


Regulation 


The capital market. activity variable (CM) 
is negative and significant (P-Value — 0.00) as 
hypothesised, possibly indicating scale economies 
due to specialisation effects or a spillover effect in 
which work on registration statements overlaps 
with the audit work' such that the latter is reduced. 
The industry regulatory complexity variable is 
positive and significant at the 0.00 level. No direc- 
tion, as explained previously, was hypothesised. 
However, the results here appear to be consistent 
with two competing explanations: 


1. as regulation demands greater auditor exper- 
tise, auditors will price in order to recover 
their investment; and/or 

2. the barriers to entry argument. 


Audit Firm Size г 

Audit firms were. classified into one of two 
categories (Big 8 or non-Big 8) and the fees were 
compared, after controlling (holding constant) for 
the variables discussed above. The firm size vari- 
able (coded ‘1’ for Big 8 auditor or ‘0’ for non-Big 
8 auditor) was positive and significant (P-Value = 
0.00), indicating higher fees charged by the Big 8 
firms. The observation of a Big 8 price premium is 
consistent with prior audit fee research and may be 
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attributable to a differential product of the Big 8 
firms. It should be noted that audit fees, while 
important, are only one aspect.of an audit and 
financial managers should consider audit quality 
which may vary from one auditor to the next. 


^ 
э ~ 
Summary and conclusion ~ 


The regression model is highly significant and 
explains 84% of the variability in external audit 
fees. Substantially all of the variables are signifi- 
cant and in the hypothesised direction. Some of 
these variables may be more easily controllable 
by the manager in the short term than are other 
factors; an understanding of fees determination 
can lead to efforts on the client's part to minimise 
audit fees. А 

The return on investment (ROI) and long-term 
debt to total assets (DA) ratios were significant in 
the audit fee model. A'low ROI and/or high DA 
(compared to the industry average or median) is 
an indicator of deterioràtion of profitability and 
financial strength and results in the assumption 
of increased risk by the auditor. Nevertheless, 
stockholders and managers (for earnings-incentive 
schemes) want to maximise ROI, other things 
being equal. Similarly, for the debt ratios, man- 
agers have various motives in determining ‘opti- 
mal debt-equity levels (which may even include 
increasing debt). 

Proxies for regulatory aspects of the auditee 
were found to be significant. Regulatory aspects of 
auditees were hypothesised, to be significant based 
on arguments of scale economies and specialis- 
ation effects. Managers should also be aware that, 
when holding other factofs constant, the Big 8 
audit firms charge a premium over the non-Big 8 
audit firms. However, financial managers should 
consider audit quality in conjunction with audit 
price. 

Variables measuring auditée size and complexity 
explained most of the variation in audit fees. The 
larger and more complex the auditee, the higher 
the audit fee. Total assets alone explained 61% of 


| 
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the variation; whereas total assets, the number of 
audit locations, and: the percentage of foreign 
assets explained 75%. 
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Professional Research, Lobbying and 
Intangibles: A Review xd 


Christopher Napier and Michael Power* 
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~ 
Abstract—The publication in January 1992 of The Valuation of Intangible Assets, a report by Arthur Andersen & 
Co., has again stimulated the ‘brands’ debate. The Report claims to present a range of valuation methods for 
intangibles that command a ‘consensus’ among preparers, and that overcome the' problems of subjectivity, 
consistency, separability and relevance identified in earlier research into brand accounting. This paper argues that 
the concept of separability, upon which these claims depend, is far from clear. The Aridersen Report also raises 
questions as to the nature of its appeal to consensus, the role of codification in determining accounting policy, and 


the status of professional ‘research’. 


A simple mind could hardly entertain the 
nozion of intangible assets. In a child's tale, 
wealth is castles, land, flocks, gold—i.e. 
physical things. It is a long step forward to 
realise that the essence of wealth is the 
prospect of benefits, not their physical 
source. The accountant is thus showing his 
maturity if he ceases to use the physical test 
for deciding whether outlays fall under the 
‘heading of ‘asset’ or ‘expense’. The correct 

' test, ће then argues, is whether or not the 
outlay improves the firm’s prospects (when 
the outlook at the year’s end is compared 
! wizh that at its start). Tangibility has nothing 
to do with this test; he applies it alike to the 
cost of a lathe and an advertising campaign. 
(Baxter, 1984, p. 218) 


Introduction 


If Baxter’s mature accountant is correct, then all 
assets are intangible. Indeed, once we agree that 
assets are future economic benefits, tangibility and 
even legal ownership are irrelevant for accoun- 
tants; it is only some confused ‘physicalist’ preju- 
dice that might persuade them otherwise. But life, 
and accounting practice, is never quite this simple. 





*The authors are, respectively, Senior Lecturer in Accounting 
and ICAEW Ronald Leach Fellow and Lecturer in Accounting 
and Finance and Coopers & Lybrand Fellow at the London 
School of Economics and Political Science. Earlier versions of 
this paper were presented at the EIASM Workshop on the 
relationship between accounting research and accounting prac- 
tice, Manchester, June 1992, and at the ICAEW Financial 
Accounting and Auditing Research Conference, London, July 
1992. The authors would like to thank John Arnold, Michael 
Brorawich, Shan Kennedy, Andrew Likierman, Richard 
Macve, Ken Peasnell, and an anonymous reviewer for their 
helpful comments. 
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The picture of the paradigmatical asset as an 
owned thing maintains its hold on the practical 
imagination despite. the development of more ab- 
stract economic definitions in the upper reaches of 
accounting policy. Accordingly, the intensity of the 
recent and continuing debate in the United King- 
dom over accounting for brands and other intangi- 
bles cannot be understood simply as an attempt to 
clarify and apply abstract conceptions of the essen- 
tial properties of an ‘asset’. The concrete reporting 
practices through which such general principles are. 
articulated, disputed and resolved into agreed pro- 
cedures must also be ‘considered. Such practical 
procedures have implications for the measurement 
traditions which have-dominated financial report- 
ing and for continuing preoccupations with *mak- 
ing balance sheets mean something' (David Nash, 

finance director of Grand Metropolitan plc, 

quoted in Searjeant, 1992). 

The publication of The Valuation of Intangible 
Assets by Arthur Andersen & Co. (the ‘Andersen 
Report") undoubtedly marks the second phase of 
a debate which came to a temporary halt in 1990 
when the Accounting Standards Committee (ASC) 
was succeeded by the Accounting Standards Board 
(ASB).! At the time of writing there have been no 
official ASB pronouncements on the subject of 
brands in particular and intangible assets in gen- 
eral. The most recent official document is Exposure 
Draft 52, Accounting for Intangible Fixed Assets 
(ASC, 1990b), which in essence seeks to limit the 
circumstances under which it is possible to include 
intangibles such as brands as assets on the balance 
sheet. But although ED 52 attempts to restrict 





'We do not intend to review this debate in detail; for a review 
of the main issues see Egginton (1990); Mather and Peasnell 
(1991); Murphy (1989); Power (1990, 1992); Turley (1991). 
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the recognition of intangibles to those with separ- 
ately identifiable historical costs, its recommen- 
dations have been ignored by companies (and their 
auditors) intent on valuing their brands and plac- 
ing them on the balance sheet. The Andersen 
Report represents the most recent assault on the 
principles of ED 52. 

In this paper we consider the Andersen Report 
at two interrelated levels. In the next two sections 
we examine the particular valuation'methods pro- 
moted by the Report and argue that the concept of 
separability, which is central to these methods, 
needs to be clarified, At this technical level of the 
argument we introduce the’ concept of ‘measure- 
ment separability’ which implies that separability 
cannot be articulated independently of measure- 
ment technologies. Because of ambiguities at the 
technical level of the Andersen Report, its polem- 
ical function becomes visible at crucial points in 
the argument, in particular where it is claimed that 
the findings are supported by ‘considerable consen- 
sus’. Accordingly, at a second level of analysis, we 
also review the role of the Andersen Report in 
seeking to codify and professionalise the valuation 
process, а role in which fesearch assumes a more 
political function than is readily apparent from its 
technical substance and where knowledge becomes 
the ‘currency of professional competition’. Thus 
the Andersen Report represents, simultaneously, 
both an explicit articulation of particular valuation 
methods and an implicit claim for professional 
jurisdiction over the practice of those methods. 


Measurement separability 


The basic problems of accounting for intangibles 
3 or 

such as brands are by no means independent of our 
overall conception of what should be the funda- 
mental form and content of financial statements. 
‘Should the balance sheet record the value of the 
assets of the business or of the business as a whole, 
and, if the former, is a brand an asset?’ (Tweedie 
and Whittington, 1990, p. 91). As Tweedie and 
Whittington observe, traditional accounting has 
constructed the balance sheet’ as an accumulation 
of elements—assets, liabilities and equity—so we 
must bring items such as intangibles within one of 
these categories in order to include them on the 
balance sheet. The obvious category is that of 
assets, and it is not surprising that the Andersen 
Report appeals to the ASC's, description of the 
essential characteristics of am ‘asset, that ‘it is a 
resource controlled by the enterprise as a result of 
past events and from which future economic ben- 
efits are expected to flow to` the enterprise’ (ASC, 
1990a, para. 53). 

This would seem to imply that the crucial prob- 
lem of any asset is one of identification. Three 
elements need to be present for it to be possible to 
identify a resource as a potential asset. First, the 
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resource must be sufficiently well defined; second, 
the future economic benefits must be distinguish- 
able; and third, there must be a demonstrable 
connection between the resource and the future 
economic benefits. In principle, therefore, we need 
to be able to identify an intangible as an asset 
before addressing the issues of whether the asset 
should be recognised by inclusion in the balance 
sheet and, if the asset is recognised, the amount at 
which it is so included. If the intangible does not 
qualify as an asset, then questions of recognition 
and measurement are simply irrelevant. 

While this may be the logical approach, issues of 
identification, recognition and measurement are so 
heavily interrelated in practice that it is often 
impossible to distinguish between them. This is 
particularly the case when criteria additional to the 
definition of an asset are introduced into the 
argument. Is the separability criterion, for example, 
one of identification or recognition? To writers 
such as Chambers, separability is an essential 
element of the definition of an asset: ‘An asset is 
defined as any severable means in the possession of 
an entity’ (Chambers, 1966, p. 103, emphasis 
added). For ED 52, separability appears to be a 
recognition issue. 

But separability itself is an ambiguous notion, a 
point which has not been sufficiently appreciated in 
the brands debate. In particular, separability is 
confused by lingering physicalist and legalist preju- 
dices. While the ability physically to split off a 
particular resource from the business as a whole 
(whether or not we then require the remaining 
business to be viable) may be one criterion of 
separability, it is not necessarily the only one. 
Similarly, the ability to identify a resource as a 
bundle of legal rights (Egginton, 1990) does not 
exhaust the notion of separability. | 

The concept of separability, fundamental to the 
Andersen Report,” сап be understood as giving rise 
to a range of possibilities. One of these is what 
could be called ‘entry separability’. This implies 
that the putative asset can be identified as it is 
created or acquired by an enterprise and, as a 
consequence, that the costs of creation or acqui- 
sition can be accumulated and associated with the 
item in question. It is this sense of separability that 
underlies ED 52's insistence that 'an intangible 
fixed asset only qualifies for recognition if its 
historical cost is ascertained or readily capable of 
being ascertained’ (ASC, 1990b, para. 13); the 
present rules for capitalising research and develop- 





То measure the value of a specific intangible asset... the 
valuer must ensure the asset is separable” (Andersen Report, 
para. 3.5, emphasis in original). In publicity material for the 
Report, its publishers claim that it will 'increase confi- 
dence...in the capability of valuers to identify and value 
separable intangible assets’ (The Economist Intelligence Unit, 
Spring Catalogue 1992, emphasis added). 
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ment expenditure in SSAP 13 provide a model of 
‘entry separability’. Another possibility could be 
called 'exit separability. This implies that the 
putative asset could be disposed of separately from 
other assets or from the business as a whole. The 
concept of exit separability underlies not only the 
definition of 'separable net assets' in SSAP 22 
Accounting for Goodwill (ASC, 1989, para. 27), but 
also that of ‘identifiable assets’ in the Companies 
Act 1985 (Sch. 4A, para. 9 (2), as inserted by the 
Companies Act 1989). 

Both entry and exit separability are closely 
bound up with the existence of markets and market 
values for the asset in question, so much so that 
measurement of cost (value at entry) and market 
value (value at exit) is often assumed to be unprob- 
lematic, even when the asset in question has not 
itself been subject to an actual market transaction. 
Thus accountants do not feel uncomfortable at 
allocating ‘costs’ to individual items bought as part 
of an aggregation (for example, on the acquisition 
of a subsidiary: Arnold et al., 1992), nor do they 
question the attribution of ‘values’ based on the 
prices at which analogous assets may be traded. 

Thus, costs and values—the badges of entry and 
exit separability—appear to be regarded as general 
and ideal bases of measurement, irrespective of 
actual entry or exit. This means that technologies 
‘are developed for measuring asset costs and values 
independent of any actual transactions for those 
specific assets. It follows that measurement is the 
primary process, even in cases where there are 
transactions permitting the direct ‘observation’ of 
costs and values. In other words, there is a more 
general sense of separability that underlies, and is 
a condition of possibility for, both entry and exit 
separability. We call this more general sense 
‘measurement separability’ in order to invert the 
traditionally conceived dependence of measure- 
ment upon marketability. Rather, we argue that 
measurement makes marketability, and therefore 
market values, possible. Values do not passively 
reflect the ‘objectivity’ of the market, but are the 
product of a measurement technology that, by 
demarcating and measuring resources, assists in 
the construction of the marketability of assets. 

Measurement separability may in practice be 
constrained by a conceptual or legal framework 
which pre-empts the decision as to which measure- 
ment bases are permitted. Thus, the choice of 
historical cost as the measurement rule means that 
only those resources to which costs may be at- 
tributed (at whatever price in conceptual artificial- 
ity) can count as assets. But measurement 
separability in a general sense does not privilege 
any particular measurement technology, and there- 
fore may apply to resources whose acquisition or 
creation cannot be separated at entry from that 
of other assets and which cannot be separately 
disposed of. In some circumstances, it may be 
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perceived as appropriate to be able to attribute a 
value to the future economic benefits associated 
with a putative asset. But to do this, the particular 
stream of future économic benefits must be identifi- 
able separately from other such streams, without 
regard to any entry or exit properties. One basis for 
valuing the asset.is in terms of its ‘economic value’: 
the present valüe of the future economic benefits 
identified with the asset. But the calculative tech- 
nology for measuring this present value simul- 
taneously embodies assumptions about the 
separability of future benefits. Measurement prac- 
tice and separability are therefore not independent. 
Different notions of separability imply different 
attitudes to identifying an item as an asset. The 
entry and exit separability approaches focus on the 
existing resource rather than future economic ben- 
efits. They are likely to emphasise the necessity for 
legally enforceable rights adhering to the resource. 
Thus Egginton (1990, p: 194) defines separable 
intangibles as ‘those intangible assets which entail 
legal rights in relation to persons at large’, while 
Barwise et al., (1989, p. 30—the ‘London Business 
School (LBS) Report’) observe that ‘production of 
a brand may involve с using various legally separa- 
ble property rights Such as patents’. If such legal 
rights are absent, or the intangible can be argued 
to embrace more than legal property rights, then 
questions would be raised as to the propriety of 
recognition.? But, as the LBS Report notes: 


Even if there is a way of defining a brand as 
something legally separable, it may... be im- 
possible to find a valid (in terms of e economic 
value) and objective way of separating its incre- 
mental profit or cash flow from that of the rest 
of the business. (Barwise et al, 1989, p. 31, 
emphasis added) : 


This statement in the LBS Report seems to put our 
notion of measurement separability at the centre of 
the debate, and it-is in these terms that we must 
understand the claim of the Andersen Report that: 


Valuation methods have been developed, and 
are used and accépted, which enable the valuer 
to identify and quantify separately the earnings 
of intangible assets. (p. 10, emphasis added) 


Measurement separability implies that, if we can 
measure the intangible, then the question of 
whether or not we can identify it as an asset is 
pre-empted. We have already identified it by virtue 





It is instructive to observe within the brands debate that an 
emphasis on legally enforceable rights creates a focus upon the 
trademark, whereas an emphasis upon economic benefits inter- 
prets the trademark simply as a key to underlying valuable 
property. These different nuances demonstrate that the concept 
of a brand is far from being.well defined. Accordingly, the 
debate is as much about what a brand is, and which body of 
knowledge is to predominate in defining it, as about how to 
account for it (Power, 1992). 
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of measuring. There are no criteria of identi- 
fication which are independent of the measurement 
process. The question of how, tò value in- 
tangibles i is therefore central to accounting policy 
issues because the valuation 'technology drives 
issues of identification and separability (Power, 
1992). 

Conceptual РЕТИ ЕТЕ have álready Bone a 
long way towards merging recognition and 
measurement; for example, the International 
Accounting Standards Committee’s Framework 
states: E 


An item that meets the definition of an element 
should be recognised if: ' 


(b) the item has a tod ot value that can be 
measured with reliability. (IASC, 1989, para. 
83) 


Measurement separability goes further by effec- 
tively collapsing all threé stages of identification, 
recognition and measurement into one. In other 
words, if we can measure the resource in an 
acceptable manner, then it is difficult to resist the 
identification of the resource as an asset and its 
consequent recognition in financial statements. It is 
with this in mind that we consider the Andersen 
Report in greater depth. 


Valuing intangibles 


Much of the Andersen Report is devoted to a 
discussion of methods of valuing intangibles. 
‘Value’ itself is defined as ‘the expected future cash 
flow (or earnings) to be derived from the use or sale 
of the asset’ (p. 29), and it is against this definition 
that the Report assesses the range of possible 
valuation approaches. First, cost-based methods 
are dismissed, not on the ground that historical 
costs are impossible to obtain But. rather because 
such costs are not associated with value as defined. 
This is one of many occasions in the Report when 
it is necessary to remember the statement made in 
the Preface to the Report: 


While the study has been prompted by the 
debate regarding the accounting for brands, the 
scope of our work did not extend to the con- 
sideration of the accounting for, and the report- 
ing of intangible asset valuations. (p. iii, emphasis 
added) 


Andersens are able to mS costs as failing to 
correspond with values (except in the case of 
recently acquired assets), since their goal is to 
discuss how to value intangibles. But, as we have 
argued above, the valuation process has important 
implications for recognition and, despite the dis- 
claimers regarding questions of financial account- 
ing, there can be little doubt that statements such 
as ‘cost-based valuations are generally inappropri- 
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ate' (p.8) are indirectly referring to financial re- 
porting, and therefore providing an overt challenge 
to ED 52. 

Having rejected cost-based approaches, the Re- 
port goes on to consider market-based methods. It 
notes that ‘information providing a basis for direct 
comparisons with the market value of an asset with 
similar characteristics will be rare’, but suggests 
that intangible assets can be valued ‘by reference to 
the prices obtained for comparable assets in recent 
merger and acquisition transactions’ (p. 31). How- 
ever, the Report favours economic-based methods. 
These all involve a -two-stage process: first, 
‘identification, separation and quantification of the 
cash flows (or earnings) attributable to the intangi- 
ble asset’, and then ‘capitalisation of these cash 
flows (or earnings)’ (p. 31). In some cases, the 
Report claims, it is possible to identify the cash 
flows attributable to the intangible asset directly 
(this is likely to be the case where the intangible is 
the only significant asset of the business), but in 
general it is necessary to separate the cash flows or 
earnings attributable to the intangible from the 
general cash flows (or earnings) of the business as 
a whole. 

Alternatively, the Report claims that it may be 
possible to value the intangible фу capitalising the 
estimated annual post-tax royalty payable for the 
use of the intangible assets under a hypothetical 
licensing agreement’ (p. 33). This is called the 
*royalty method'. Finally, the Report discusses two 
*hybrid' valuation methods. One of these involves 
an apportionment of the difference between the fair 
value of a business and the fair value of its 
separable net tangible assets between goodwill and 
identifiable intangibles. The Report concludes that 
the considerable subjectivity involved in this 
method makes it inappropriate as a primary valu- 
ation method (p. 34). The other hybrid method is 
referred to as ‘premium PE’. This assumes that a 
business with a well established brand name 
or other intangible asset will be valued at a pre- 
mium over a business without such assets, and 
values the intangible by attributing the in- 
cremental PE ratio to an estimate of maintainable 
earnings. Again, this method is rejected as a pri- 
mary valuation approach on grounds of subjectiv- 
ity (p. 35). 

A significant part of the Report (Appendix I, pp. 
53—68) is devoted to discussing in detail the appli- 
cation of various valuation methods. By designat- 
ing this as an Appendix, the authors of the report 
create the impression that the discussion is of 
relatively little importance, a mere amplification of 





‘The Andersen Report makes no attempt to address the 
claims of the Corfield Report (Coopers & Lybrand Deloitte, 
1990) that identification of underlying historical costs might 
be as possible for brands as it is for research and development 
expenditure. 4 


- WINTER 1992 


technical detail. Yet Appendix I is in many ways 
the heart of the Report. While the Preface to the 
Report is unequivocal as to the practicality of 
intangible valuation-—'valuations of many differ- 
ent types of intangible asset can be prepared that 
are sufficiently reliable, capable of substantiation 
and consistent over time for financial reporting 
Purposes’ (p. iii, emphasis added)—Appendix I is a 
catalogue of caution. Market values are rarely 
obtainable, and proxies for market value are unre- 
liable. ‘Brand contribution’ methods depend cru- 
cially on the availability of comparable unbranded 
products to provide the benchmark against which 
‘the profits or cash flows generated by the intangi- 
ble over and above the profits generated by the 
underlying business’ (p. 55) can be determined. The 
‘return on capital’ method values the intangible by 
deducting ‘an appropriate remuneration for capital 
employed’ (p. 58) from the brand contribution. 
This approach is indistinguishable from the long- 
established 'super-profit' method for valuing good- 
will (Edey, 1962). 

There is an element of circularity in the argu- 
ment of the Report; it is claimed that the rigour of 
these valuation methods has been enhanced by the 
increasing marketability of intangible assets separ- 
ate from the underlying business? But which 
comes first? We argue that it is the de facto 
acceptance of the valuation method, an acceptance 
that may depend as much upon marketing as upon 
accounting considerations, that enables separable 
marketability. The appeal to separability to sup- 
port various valuation methodologies is muddled 
because, as the concept of measurement separabil- 
ity implies, it is these very methodologies which 
embody calculative technologies for determining 
separability. 

For example, the ‘brand contribution’ methods 
discussed in the Andersen Report determine the 
valuation number as a residue: ‘in effect, the valuer 
must separate the earnings of the intangible asset 
to be valued from the earnings of all other assets' 
(p. 55, emphasis added). The whole family of brand 
contribution methods stands or falls on the issue of 
whether the use of such residual approaches can in 
fact dichotomise the economic benefits attributable 
to a business, business segment or product into 
those attributable to the intangible and those 
attributable to other assets or to a baseline un- 
branded product. The critic will regard this strat- 





*There is no evidence for the extent of such transactions in 
the Andersen Report. A number of corporate acquisitions have 
been followed by brand valuations which have provided a ‘split’ 
between brands and other components of the consideration. In 
the context of the purchase of a company or business as a whole 
it is only the accountants who find it necessary to attribute 
values to ‘separate’ assets/liabilities. This whole process com- 
pletely baffles lawyers (see re Thorn EMI pic (1988) 4 BCC 698 
(Ch.D.) per Harman, J.). 
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egy as begging the crucial question whereas the 
supporter will simply accept the separability as- 
sumptions inherent in the method. In a nutshell, 
this follows from-the idea of measurement separa- 
bility; we have no truly independent conception 
of separability apart from specific measurement 
technologies. 

Appendix о the Andersen Report also makes 
it clear that ‘royalty’ methods depend on hypothet- 
ical licensing: agreements of not necessarily com- 
parable intangibles. The use of such 'as-if' models 
in valuation methods presupposes that the valua- 
tion of the comparator asset is itself valid, and the 
danger of infinite regress is obvious. The only 
valuation method that the Appendix is able to 
endorse without qualification is the 'net cash 
flow/earnings’ approach, which ‘is particularly ap- 
plicable where the only significant asset of the 
business is the intangible asset’ (p. 55). Examples 
given include libraries of film, music and pro- 
gramme copyrights, licence agreements for intangi- 
bles, and patents and ‘copyrights. Interestingly, 
these are all intangibles that can readily be con- 
ceived of as being bought and sold—they are 
represented by relatiyely well defined (although by 
no means uncontroversial) legal rights—and can 
generate future economic benefits in their own 
right rather than necessarily in combination with 
other resources. But even here, despite ‘recog- 
nition’ in some legal ‘sense, it is necessary for the 
valuer to identify cash flows attributable to each 
intangible and then to determine an appropriate 
capitalisation factor. 

Appendix II to the Report discusses the latter 
issue further. It identifies three approaches: dis- 
counted cash flow (DCF), earnings multiple, and 
the ‘“S” curve method’. The last of these is 
particularly associated with the valuers, Interbrand 
(Murphy, 1990), and in practice appears to be a 
subjective technique for ascertaining an appropri- 
ate discount rate or earnings multiple. Again, the 
Appendix emphasises.the problems of determining 
the capitalisation factor. It is interesting to juxta- 
pose the caveats expressed about earnings mul- 
tiples in Appendix II (pp. 73-74) with the 
assertions of the Report’ s Executive Summary that 
‘the conceptually súperior method [for valuing 
intangibles] is the capitalisation of net cash 
flows attributable to the intangible asset using the 
discounted cash flow (DCF) method... From а 
practical standpoint, . .the capitalisation of main- 
tainable earnings Ог cash flows using an appropri- 
ate multiple is frequently used as an effective 
surrogate for a DCF calculation’ (p. 9). 





ОҒ course, forms of analogical reasoning also lie at the heart 
of methods for finding market, values without actually selling 
assets. Our point is not to reject such 'as-if' methods out of 
hand, but to elaborate their conventional nature, which be- 
comes particularly evident when they are disputed. 
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In many ways the Andersen Report claims to 

be an answer to the earlier LBS. Report which 

concluded: 

3 

At present, there is no general agreement on 
valuation methods. Nor can existing methods 
be regarded as either totally theoretically valid 
nor empirically verifiable. Major stumbling 
blocks include the question of sepdrability and 
the definition of exactly what is being valued, 
and the estimation and valuation of future 
profitability. Both problems are'exacerbated by 
the lack of clarity over the premise of value. 
All valuation methods, including those using 
an earnings multiple, rely heavily on implicit 
or explicit forecasts of future profitability. 
Furthermore, subjective judgement is in- 
evitably required at every stage of the brand 
‘valuation process. For all these reasons, it 
is inherent in the nature of brand valuations 
that they are likely to fail the accountant's test 
of ‘reasonable certainty... To incorporate 
only brand valuation based on inherently 
hazardous methodology is not a basis for 
considered reform. (Barwise et al., 1989, pp. 
7-8) 


But far from rebutting the LBS Report, a close 
reading of Appendix II of the Andersen Report 
vindicates its scepticism about the valuation of 
intangibles. This apparent. tension within the 
Report arises from ambiguity as to its primary 
audience. The main text is written as a discussion 
of intangible asset valuation for internal manage- 
ment use, something which opponents of the use of 
such valuations for external reporting purposes 
have never rejected. The Report itself says that 
certain methods may be acceptable for internal 
management information but, not suitable for 
financial reporting. Yet important sections of 
the Report are undoubtedly directed towards a 
second audience: accounting: ‘standard setters and 
financial statement preparers, For example, the 
Foreword claims that the Report ‘should serve as 
a useful input to the Accounting Standards 
Board’s deliberations’ (p. ii). Considered as a 
polemical document the implicit message of the 
Report therefore conflicts with its explicit dis- 
claimers concerning its relevance to financial 
reporting. 

This second purpose becomes evident in the 
Report's claims concerning tlie existence of a 
'consensus' over intangible asset valuation. We 
have already alluded to an underlying circularity 
in the description of various’ valuation methods; 
such methods are claimed to be acceptable because 
separate identification is!possible, but we argue 
that such methods determine, rather than depend 
upon, separability. -Because of this apparent 
circularity, the acceptability of such methods can- 
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not be determined simply by appeals to the idea of 
separatility, because this idea is not independent 
of measurement. But if there is ‘sufficient con- 
sensus’ about the measurement methodology, then 
the circularity is no longer vicious: it may be 
assertec to be virtuous, or it even disappears 
from view altogether. Because of this the Report’s 
claims to codify ‘best valuation practice’ are 
as significant as its elaboration of technical valua- 
tion details. In other words, the acceptability 
of brand valuation technologies depends upon 
their acceptability, and it is important to embed 
descriptions of such technologies within a consen- 
sus creating strategy. One powerful strategy for 
creating a consensus is to claim that it already 
exists! 


Communicating and constructing consensus 


The claim that there is now ‘considerable consen- 
sus’ about how intangible assets should be valued 
was widely reported at the time of the publication 
of the Andersen Report (‘Consensus Seen on In- 
tangible Assets’, Financial Times, 29 January 
1992). But equally there was some scepticism about 
this claim (‘Tangible Difficulties of Measuring 
Intangibles’, Financial Times, 30 January 1992). 
Curiously, the Report provides no evidence what- 
soever as to the existence or nature of the asserted 
consensus. It does not present any quantitative 
data as to the extent to which the valuation 
methods it proclaims are actually being used and 
it is not clear whether. the valuation methods 
themselves have been drawn from an examination 
of what ccmpanies are actually doing or are merely 
derived from the various works on asset valuation 
which are listed in a bibliography (but not specifi- 
cally referred to in the text). The companies listed 
in the Report (p. 100) as having been consulted by 
Arthur Ardersen turn out to be exactly the same 
as the Report’s sponsors; there is no evidence of a 
wider survey of practice, only of consultations with 
various individuals and organisations. However, 
the absence of a formal survey is only to be 
expected if the purpose of the report is to create a 
consensus rather than describe one that exists 
already. 

This perceived need to assert a consensus 
suggests that valuation technologies for intangibles 
are ‘rationel myths’, which аге: 


Rational in the sense that they identify specific 
social purposes and then specify in a rule-like 
manner what activities are to be carried out (or 
what types of actor must be employed) to 
achieve taem. However, these beliefs are myths 
in the sense that they depénd for their efficacy, 
for their reality, on the fact that they are widely 
shared, or ate promulgated by individuals or 
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groups that have been granted the right to 
determine such matters. (Scott, 1992, p. 14, 
emphasis added) 


Of course, valuation technologies are not the only 
‘rational myths’ in accounting; the notion is quite 
general and applies equally to historical cost rules, 
methods of disclosure and presentation, the 
periodicity of financial statements, and so on. In 
other words, accounting as such as a practice 
constituted by conventions is a rational myth and 
it would be unfair to suggest any particular criti- 
cism of valuation methods for intangibles on these 
grounds alone. Indeed, to describe a practice as a 
rational myth at all is simply to draw attention to 
its; conventional nature and is only critical in so 
far as tuis contrasts with official stories of that 
practice. However, while Scott's observation is 
applicatle to aspects of financial reporting 
which are already well established and accepted, it 
also highlights the issues which face those prac- 
tices, such as intangible valuation, which aspire 
to acceptability. 

Thus, it must be stressed that to describe valua- 
tion methods as ‘rational myths’ is not thereby to 
invalidate them but rather to emphasise important 
social characteristics of their status as measure- 
ment technologies. These characteristics are not 
immediately evident from a consideration of the 
technical detail of valuation methods but become 
more visible at the points where technical argu- 
ments are in some sense underdetermined and 
where, in particular, the acceptability of a particu- 
lar practice appears to depend on its acceptability!” 
Thus the idea of a ‘rational myth’ draws attention 
to the fact that the passage to acceptability for a 
practice such as brand valuation is a complex one. 
For exemple, as Miller (1991) has shown, dis- 
counted cash flow techniques were regarded as 
‘dangerous nonsense’ in the 1930s, yet by 1960 it 
was being claimed that no-one could deny their 
utility. The shift in consensus is not simply a 
function of the technical properties of a valuation 
method but also of certain strategies for its pro- 
motion which have created institutional accep- 
tance. Thus, it is important to understand that 
professional research documents such as the 
Andersen Report are not merely technical in 
character but also embody strategies for their 
self-promotion. 

One such strategy involves claiming a resem- 
blance to practices which are already accepted and 





"An extreme example of this thesis involves motoring conven- 
tions. Onz side of the road is as good as another in technical 
terms. All that matters is that all drivers agree on this. From 
this point of view, valuers of brands may face a similar, though 
less extreme, problem to a hypothetical programme for institu- 
tionalising driving on the right in the UK. 
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hence ‘gaining acceptance by analogy (Power, 
1992). Against the charge of subjectivity of 
methods, the Andersen Report concludes that the 
‘uncertainties тау be no worse than those encoun- 
tered in the valuation of unquoted companies or 
pension funds’ (p. 10). In addition it is claimed that 
acceptable methodologies have been developed for 
valuation in different circumstances such as taxa- 
tion. Indeed, the acceptance of valuations of intan- 
gibles by other regulatory authorities, valuations 
that are obseryed to have ‘withstood the rigorous 
challenges presented by...the Internal Revenue 
Service in the US’ (p. 7), provides further leverage 
for influencing financial reporting authorities. 
Arguments by analogy are of course only as 
good as the analogies. themselves, and again sup- 
porters are likely to be convinced by analogies that 
critics consider to represent dubious extensions of 
possibly valid factual claims. The Andersen Report 
goes so far as to claim that financial reporting is 
one of the circumstances in which acceptable meth- 
odologies have been developed (pp. 7-8) For- 
mally, this begs the quéstion by claiming accept- 
ability i in precisely the área of dispute. Politically, 
it is a powerful strategy for creating consensus 
itself. 

Another duane strategy is to seek to institu- 
tionalise in the name of ‘best practice’. The An- 
dersen Report argues that the codification of best 
valuation practice will increase public confidence 
in such valuations. To this end it offers draft 
‘professional guidance’ for the valuation of intan- 
gibles. However, the codification of valuation rules 
is not simply a technical and descriptive exercise 
but also represents a claim to professional ‘jurisdic- 
tion’ (Abbott, 1988) via the regulation of ‘com- 
petent’ valuation ‘practitioners, a claim which 
undoubtedly has implications for the control of the 
market for valuation services. But the pursuit of 
jurisdiction in this case is not merely accountants 
attempting to control the market for these services. 
There is an element- of this, as Interbrand’s com- 
plaints at ‘unfair’ competition from audit firms 
indicate. However; there is effectively a coalition 
at the level of valuation knowledge which links 
parts of accounting-firms to other non-accounting 
entities, a coalition which cuts across traditional 
bodies of accounting knowledge. Such an alliance 
at the level of principles of knowledge does 
not preclude tensions regarding the precise 
institutional form of regulation of valuation 
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*See ‘Auditors Accused of Compromising Independence’, 
Financial Times, 20 June 1991. Despite these complaints, Inter- 
brand have welcomed the Andersen Report. But they emphasise 
its ultimate sponsorship by the Hundred Group and use the 
occasion of the publication ‘of the Report to advertise their 
own position in the market (Interbrand, 1992), Hence Inter- 
brand also perceive the Andersen Report as a rival marketing 
document. 
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practitioners? Valuers such as Interbrand-would 
no doubt object to being regulated under the 
auspices of the ASB or the ICAEW. From this 
point of view, the Report may be yiewed i in part as 
a bid from the accountancy profession to control 
the valuation procedure: 


Each relevant professional body in the UK 
should consider whether it wishes its members 
to be eligible to prepare or report on intangible 
asset valuations for published accounts pur- 
poses. To the extent that; it does, it 
should .. . introduce the necessary professional 
‘education requirements into its training curricu- 
lum. (p. 12) 


The codification and the generation of ‘generally 
accepted practice’ is. thus’more complex than it 
sounds. It is through the process of codification 
that subjectivity becomes objective, that a new base 
of practitioner ‘common sense’ is created. Indeed, 
even if there is no necessary external referent for a 
valuation number, and, as the Andersen Report 
acknowledges, the number derives from the exer- 
cise of subjective judgement, the number neverthe- 
less becomes objective by being calculated 
according to officially accepted rules. Furthermore, 
the ‘objectivity’ of such subjective numbers is 
enhanced by their being widely used for contract- 
ing purposes. Codification transforms and mini- 
mises the ‘subjective’ status of technical practices. 
As the process by which ‘powerful organisations 
attempt to build their goals and procedures directly 
into society as institutional rules’ (Meyer and 
Rowan, 1992, p. 30) we can also talk of a ‘politics 
of codification’. Codification is a means by which 
particular procedures аге authenticated and 
justified as routines, even if they are dubious on a 
priori grounds. The Andersen! Report represents 
itself as a neutral vehicle for codifying and clarify- 
ing valuation methods that are ‘generally ac- 
cepted’. But such methods cannot be that well 
accepted, or there would be no issue to contest. 
Indeed, one might conclude that consensus makes 
codification unnecessary and ‘lack of consensus 
makes it impossible. But a politics of codification 


2 





УТће Report contains no explicit discussion of the hierarchy 
of valuation practice that can be observed in other contexts, 
where the auditor relies on an expert valuer who utilises 
technical input that the auditor does not necessarily understand, 
and where the expert valuation may itself depend on the 
acceptance of estimates and forecasts-Joutside the valuer's 
competence to assess critically. Despite professional guidance 
concerning reliance on ‘other specialists’, this self-reinforcing 
network inevitably distances parties such as the auditor from 
the substance of valuation practice, айа leaves only the form. 
Thus the auditor may be: insulated from having to judge 
valuation in any but a ‘procedural’ way. One reason why the 
Report does not address this issue is because its proposals 
envisage the integration of valuation expertise into the pro- 
fessional accounting curriculum rather than the creation of a 
new profession of valuers. 
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is more subtle than this: the Andersen Report 
presents what it claims to be accepted in order to 
achieve its acceptance. In describing a consensus, it 
therefore aims to create one. In conjunction with 
the technical claims which we considered earlier, 
this political strategy raises a number of issues 
about the status of the Report as a ‘research’ 
document. 


The politics of accounting research 


It is significant that the UK brand accounting 
debate is largely driven by preparers rather than 
users. Despite widespread ‘theoretical’ acceptance 
that finencial accounting is for ‘users’, there ap- 
pears to be very little ‘demand’ from them for the 
capitalisation of intangibles such as brands, on the 
ground that this would provide superior infor- 
mation. Although the Andersen Report makes 
brief reference to user needs, it is, as the list of 
corporate sponsors (eleven of the largest British 
companies) attests, very much a preparer initiated 
text. 

As we suggested above, the Report is simul- 
taneously both a technical and a political docu- 
ment and its claim to ‘research’ status is the very 
basis of its potential to influence parties such as 
standard setters. Sutton (1984) and others have 
drawn attention to the importance of lobbying 
activity -n determining accounting policy. In par- 
ticular, the 'subsidisation of information' to stan- 
dard setters as their views are crystallising enables 
lobbyists to increase the probability of favourable 
regulatory outcomes. Thus, professional research 
reports, such as that produced by Arthur An- 
dersen, supply the policy forum with the 'infor- 
mation’ pon which its deliberations and decisions 
may be based. However, while lobbyists generally 
tend to conceal the sponsorship of their infor- 
mation from standard setters, the Andersen Report 
is clearly a public document. This proclaims both 
the confidence of its position and the strength of its 
explicit corporate support. 

In the context of this function as a lobbying 
documert, the style of the Andersen Report is as 
significant as its content. It is traditional to dis- 
tinguish 5etween academic and practitioner bodies 
of knowledge, between theory and practice and, at 
worst, between the irrelevant and the practical 
(Lee, 1989). On the basis of this traditional di- 
chotomy, accounting academics become preoccu- 
pied with either defending the ‘purity’ of their 
position or recovering a new-found connection 
with practice and hence a new ‘relevance’ to the 
interests of practitioners. However, this traditional 
picture misrepresents and. seriously oversimplifies 
the relacionship between professions such as 
accountancy and.their knowledge bases. Abbott 
(1988) hzs argued that academic knowledge plays 
a signifirant role for professions by under- 
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writing the abstract knowledge system upon which 
detailed practices are based. Against the usual 
image of professional knowledge as concrete, Ab- 
bott argues that such groups need abstract knowl- 
edge systems for which academics are traditionally 
the guardians. Thus while professions need 
rational theorisations for practical diagnostic pur- 
poses, they do not necessarily control the formal 
knowledge system: 


The character of the abstract classification 
system is thus dictated by its custodians, the 
academics, whose criteria are not practical 
clarity and efficacy, but logical consistency and 
rationality. Professional knowledge exists, in 
academia, in a peculiarly disassembled state that 
prevents its use. (Abbott, 1988, p. 53) 


Hence, it can be said that while there is necessarily 
a tension between practitioners and academics, 
abstract academic knowledge cannot simply be 
dismissed as irrelevant and non-functional. Aca- 
demic knowledge ‘legitimises professional work by 
clarifying its foundations and tracing them to 
major cultural values’ (Abbott, 1988, p. 54). In the 
case of valuation methodologies for intangibles, 
these cultural values are those of the market 
and a renewed awareness of the strategic signifi- 
cance of products (Power, 1992). In addition, 
academics symbolise values of rigour and intellec- 
tual independence by virtue of a distinctive reason- 
ing style, a style typically exhibited in academic 
papers. 

If abstract knowledge, and the role of academic 
research in contributing to it, is an important 
feature of a profession which seeks to control the 
work performed under its jurisdiction, then equally 
it is not the sole preserve of academics, and the 
division of labour between the intellectual and the 
practical is never clear-cut. For example, the work 
of technical departments in major accountancy 
firms and in professional institutes in producing 
‘research’ documents is an important element of 
the knowledge system. The Andersen Report is a 
‘professional research’ report in just this sense. In 
some respects it exhibits and mimics an academic 
style but it also provides an important point of 
translation of abstract into practical knowledge. In 
the process of translation ideas which have been 
accepted (even discredited) within the academic 
discourse for several decades creep into the prac- 
titioner domain and are used not merely to justify 
or legitimate particular positions but actually come 
to constitute those bodies of practical knowledge. 
Hence, the professional and pragmatic need for an 
‘assembled’ body of practical knowledge must 
necessarily understate or ignore the qualifications 
with which the concepts are surrounded by aca- 
demics, for whom use value is not a priority. 
Discounted cash flow techniques and the Capital 
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Asset Pricing Model, appealed to in the Andersen 
Report (pp. 71-73), are examples of academic 
abstract knowledge which have become ‘conven- 
tional wisdom'"and have been incorporated into 
professional examination syllabuses. This is not 
simply a process of making ‘relevant’ that which 
was not; the disassembled state of abstract knowl- 
edge is actually an essential part of the process and 
gives the knowledge ‘made practical’ its credibility 
and coherence. 

If we can distinguish styles ‘of research along a 
continuum from~ ‘academic’ to ‘practitioner’ then, 
considering some recent contributions to the de- 
bate over accounting, for intangibles, Mather and 
Peasnell (1990) clearly occupy the ‘academic’ end 
of the continuum. This.is evidenced by their formu- 
lation and testing of theory-driven hypotheses, 
their use of econometric techniques and their rela- 
tive modesty in formulating conclusions. The LBS 
Report (Barwise et al., 1989) is somewhere in the 
middle. It is clearly located within a professional 
debate (Sherer, 1991) but it offers the full stylistic 
panoply of the academic: structured arguments; 
use of ‘evidence’ to justify assertions; copious 
references. In this intermediate stage the politics of 
professional knowledge production is often com- 
plex. Hopwood (1988) has argued that the pro- 
fessional commissioning of research is often more 
significant than the research product itself by virtue 
of symbolising commitments to knowledge en- 
hancement which may or may not be delivered in 
substance. Stamp’s (1985) account of committee 
based research provides further evidence of the 
‘impure’ nature of the knowledge process at the 
professional end of the spectrum. In such policy 
contexts vested interests are readily visible to 
the participants in the knowledge production 
process. rs 

The Andersen Report emerges unashamedly as 
professional reséarch. It is as much about market- 
ing the authors’ professional services as valuers as 
about influencing accounting policy. This ambiva- 
lence emerges clearly from its internal structure. 
From the Preface, through the Executive Summary 
and the outline discussion of valuation in the main 
text to the detailed Commentary in the Appendices, 
the Report's assertions become increasingly 
qualified and less dogmatic. Within the accounting 
policy domain, it cómes over as more a document 
that is designed to be appealed to than read. And 
appealed to it no doubt will be, by its corporate 
sponsors and their auditors, as justification for 
including intangibles on the balance sheet; the 
position of the Report i in the policy arena is at least 
as important as what it says." We would therefore 
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We understand that copies ' of the Report were widely 
circulated to influential accounting policy makers, both pro- 
fessional and academic. 
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re-emphasise the artificiality of disentangling the 
technical arguments about valuation method- 
ologies from the polemical function of the Report 
within the accounting policy arena! The indetermi- 
nacy of the former necessitates à recognition of the 
latter. 
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Conclusions | 


The problem of accounting for intangibles will 
undoubtedly be a political test-case for the ASB 
and the Financial Reporting Review Panel. If 
the ASB takes a ‘strong’ line and outlaws 
or heavily constrains brand-recognition, will audi- 
tors be prepared to act as;the ASB’s enforcer or 
not? The Andersen Report is, by its own admis- 
sion, a lobbying document on behalf of the 
Hundred Group of finance directors, with the 
intention of influencing'an ASB committed to 
consensus building. If it is\successful then the ASB 
will be forced to modify ше position of its prede- 
cessor. 

The Andersen Report i is dismissive of historical 
cost accounting asa valuation method and empha- 
sises market-based and economic (such as DCF) 
methods of valuation. It even goes so far as to 
claim that DCF is conceptually superior. But there 
is no conscious awareness that many of the argu- 
ments in the Report concerning intangibles apply 
equally to ай assets.!! It is probable that a general 
proposal to replace historica! cost valuations with 
economic valuations would be heavily resisted by 
the very organisations which endorse the Andersen 
Report. Hence the report-must also be seen as a 
marketing document with the intention of promot- 
ing particular valuation sérvices rather than 
general solutions to the próblems of financial 
reporting. 

We have attempted to demonstrate the close 
interrelation between the technical content of the 
Report and other strategies for promoting its 
position. This is not a peculiar feature of pro- 
fessional research; even natural science has its own 
communally accepted rhetoric, But documents 
such as the Andersen Report circulate in distinctive 
institutional arenas where thebretical and political 
success are closely related. Whether professional 
practices are acceptable because they are valid or 
are valid because they are acceptable is difficult 
to determine; once a convention is established 
then its origins quickly become invisible. Brand 
valuation for financial reporting may well become 
a new convention but in order.to do so its general 
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"Although Ray Hinton of Arthur Andersen was reported as 
acknowledging 'that it would be logical for all working assets 
and intangible assets to be valued regularly on the same basis' 
(quoted in Searjeant, 1992). 
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credibility will have to reach a ‘critical masg’ 
which is not purely a function of high quality 
reasoning. 
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7 
Book Review 


Telecommunications Pricing: Theory,'and Practice. 
Bridger M. Mitchell and Ingo Vogelsang. Cam- 
bridge University Press, 1992. хуй + 307 pp. £35 
HB, £13.95 PB. P ni 


This book was prepared’ by two well known 
telecommunications economists under a research 
contract to RAND from the German Telecommu- 
nications Research Institute, WIK. Its aim is to 
integrate the theory of telecommunications pricing 
and its practice in the United States. To that end 
it has four parts: a short introduction, a long 
section on recent developments in the normative 
economic theory of tariffs, a second long section on 


telephone rate structures in the United States, and 


a short synthesis. -- ‘5 

The theoretical section „contains chapters on 
linear and non-linear. tariffs; and on cost-based 
tariffs. Telecommunications pricing offers excep- 
tional opportunities for price discrimination, as it 
permits complex multi-part pricing structures, enti- 
tling subscribers progressively to lower call charges 
per unit as the number of calls on any line (or set 
of lines) increases. The properties of these non- 
linear tariff structures were much investigated in 
the 1970s by economists such as Panzar and Willig, 
who showed that under certain very plausible 
conditions their introduction will improve welfare. 
These results are skilfully summarised by Bridger 
and Vogelsang, who also devote : some space to the 
increasingly important issue of non-linear tariffs 
in competitive (or oligopolistic) conditions. The 
authors also have interesting séctions on the incor- 


poration of externalities into optimal pricing. Both, 
access to the telephone system and calls have 


important externalities, the'former because the 
connection of a new subscriber potentially benefits 
all other subscribers and theatter because the cost 
of a call is typically met wholly by one of the two 
parties to it, the other benefiting—or suffering— 
free of charge. The existence of these externali- 
ties has been used to justify a number of depar- 
tures of telecommunications. pricing from the 
..Standard Ramsey pricing rules. Unfortunately, 
however, few data are available to indicate the 
likely extent of the externalities, so that the appro- 
priate adjustments to normal pricing rules remain 
speculative and controversial. The section on 
. theory also contains а Juseful chapter on cost- 
‘based tariffs. ‘The authors implicitly endorse the 
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econcmists' long-standing distrust of fully dis- 
tributed or fully allocated costs, even though such 
costing principles play a major role in practical 
regulatory decisions. 

The detailed analysis of US telephone rate struc- 
tures may be of less interest to European readers. 
It does, however, offer a guide to the alphabet soup 
‘of US telecommunications vocabulary—LATAs, · 
OCPs, WATS, etc. The authors also describe both 
the development of competitive optional calling 
plans by long distance operators, and the rather 
elaborate system of social tariffs introduced under 


-the 1934 Communications Act, which officially 


endorsed wide availability of telephone service as 
a central aim of telecommunications regulation. 
Social tariffs in the US combine both reduced 
connection charges and reduced monthly rentals 
for specified categories of subscriber. Recent evi- 
dence suggests that both are necessary—the former 
to bring people on to the network, the latter to 
keep them on. These schemes deserve careful 
study in the United Kingdom, where extensions 
have recently been proposed to Support Line, a 
Scheme intended to benefit low users of the BT 


system, end a reduction has been proposed for 


connection charges with the possibility of реше 
bv instalments. 

The relaxation of restrictions on competitive | 
entry in UK telecommunication markets and the . 
recent sanctioning by OFTEL (under certain соп-. .. 
ditions) о: quantity discounts or packages maké 
the contents of this book increasingly relevant to 
Britain, to an extent which might have been 
sunimaginable a decade ago. Bridger and Vogelsang 
have provided a very competent review of. the 
literature, including many of their own insights 
into cost structures and tariffs in the" industry. 
Although the book is rather dense. for reading at 
a single sitting—especially in its theoretical sec- 
tions—it provides an admirable review of the 
literature nd ап indispensable source book, 
notable for the comprehensiveness of its bibli- 
ography as well as for the wealth of material which 
it summarises and extends. It is extremely useful 
not only for telecommunications experts but 
also for anyone interested in a review of the 
modern theory of public utility prem | in ышан 

industries. 
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